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PREFACE 


Whether we like it or not, we live in a financially organized 
society. This fact has rudely penetrated the consciousness of 
the entire American population. Today as never before, the 
public is scanning the financial horizon. Th^ complexities that 
have caused untold losses to investors have also caused losses 
and insecurity to wage earners and salaried employees. The 
result is a widespread analytical interest in financial affairs. 
People are not now content with a vague, generalized famil- 
iarity with the terminology of finance. They are prying 
beneath the surface. They want to understand the struc- 
ture and functioning of business institutions and to delve 
into the manuals and statistical records. They want to know 
not only how business functions in practice, but also why. That 
is, they want to know why economic principles produce one 
result under one set of conditions and another result under 
another set of conditions. Hence, the main i^urpose of The 
present treatise is to present the nature of, procedures for, and 
financial theory underlying corporate financial structures and 
policies. Economics, law, and accounting are integrated in the 
final result. The point of view is general, but is supported by 
ample specific materials. Much attention is given to financial, 
structure and to financial theory. Primarily, an attempt has 
been made to present a groundwork of analysis and reasoning 
which can be applied to any situation. To borrow from one of 
the worldT ablest financial economists, the theory of finance 
^^does not furnish a body of settled conclusions immediately 
applicable to policy. It is a method rather than a doctrine, an 
apparatus of the mind, a technique of thinking, which helps 
its possessor to draw correct conclusions/’ Nevertheless, theory 
must be grounded in facts — ^actual business facts. For this 
reason much specific research material has been introduced in 
order to keep the discussion ‘‘close to the ground.” 
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The present work presents the subject from the composite 
viewpoint of#' the business man, the lawyer, the investment 
analyst, the underwriter, and the professor. It provides the 
essential understai^ding that the student should have on enter- 
ing business and also provides substantial foundations on which 
he can later pursue the subjects of security analysis, investment 
banking, and accounting theory. The text sets forth actual 
clauses from stock certificates and mortgages and discusses 
problems connected with them. The chapters on segregated 
risk financing, the^heory of issuing securities, recapitalization, 
direct property owning consolidations, the principles of holding 
company financing, and depreciation consist very largely of 
materials not ordinarily found in books on corporation finance. 
Definite yardsticks are set down for the issue of securities and 
these yardsticks are specifically applied to simple, consoli- 
dated, holding company, lessee, and reorganized financial 
structures. 

The illustrations of financial structure are rigid. However, 
the rigid structures are designed to be only starting points 
around which the beginning student can organize his informa- 
tion and theory. Once the student has mastered these struc- 
tures, the instructor can drive home the variability of condi- 
tions and the lack of integrity of set formulas. Each chapter 
leaves many opportunities for active class discussion. The 
professor is given ample opportunity to perform his own 
particular functions. 

. In a book of this nature it is impossible to acknowledge all 
the sources to which one is indebted. Over a period of years 
the author has used the standard texts of practically all writers 
on corporation finance. He has necessarily been influenced by 
them. Therefore, acknowledgment must be made to all the 
text- writers in this field. For specific assistance in his re- 
searches, the author is indebted to Professors M. H. Robinson 
and H. M. Gray of the University of Illinois. He is also 
indebted to his brother, R. W Field, of the University of 
Oklahoma and to his wife, Constance Ann Field, for invalu- 
able assistance in preparing the manuscript Th& Journal of 
Land and Public Utility Economics^ iht^Rocky Mountain Law 
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Review, the Public Utilities Fortnightly, the University of 
Colorado Studies, The Tax Magazine, and the University of 
Illinois have kindly permitted the author to use parts of his 
previously published research materials on corporation finance 
, in this volume. 

Kenneth Field 

Pittsburgh, Pennsylvania 
May, 1938 
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CHAPTER 1 

*. * 

INTRODUCTION 

Nature of Corporation Finance. — Corporation finance 
deals with the raising, administration, and disbursement of 
funds by corporations:' It embraces a large number of prol?- 
lems, viz., the merits of the corporation as 2ompared with other 
types of business organizations ; the types of legal instruments 
used in obtaining funds, — e.g., types of stock, bonds, notes, 
mortgages ; the rights, duties, and obligations of security hold- 
ers; types of financial structures; methods of selling securities 
and extinguishing debts; determination of income, dividend, 
reserve, and working capital policies ; expansion, consolidation, 
reorganization, and recapitalization of existing corporations; 
and a host of other financial policies and problems of modern 
business. 

Classification of Corporationsv— For convenience in dis- 
cussion and organization of material, corporations are usually 
treated in groups. Thus, Moody's Investors Service assenAles 
the financial records of corporations in five large volumes. The 
steam railroads constitute one volume. These companies are 
sufficiently similar in their structure and problems to permit dis- 
cussion as a unit. ^The local public utilities constitute a second 
volume.' ""These corporations include telephone, telegraph, man- 
ufactured gas, natural gas, electric light and power, electric 
railway, and a number of lesser types of companies. The char- 
acteristics of these companies vary much from group to group, 
but they are usually sub ject to similar types of public regulation. 
Hence, the utilities can be discussed as a class, though adjust- 
ments must be made for types. Government securities constitute 
a third volume. This group covers national, state, and local gov- 
ernment securities. There is great variation in the legal status 
of these units from state to state and nation to nation. How- 
ever, the grouping Ts logical for reference purposes. Banks* 
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insui;ance companies, investment trusts, real estate, companies, 
,an(l some others are grouped in a finance volume. Here each 
type varies so much from the others that subgroups alone have 
significance. However, there is similarity between groups in 
that the companies are financing companies. The last volume 
is a catch-all for all companies not allocated to the other vol- 
umes. It is the Industrials volume. Here are found all types of 
corporations from coal mining to airplane manufacturing enter- 
Companies found in this volume must also be treated 
by groups having "^similar characteristics. Thus, the street 
speaks in terms of the oils, the steels, the motors, the coppers, 

^ the rubbers, etc. All of" these groups have separate economic 
problems which influence their financial structures and policies. 

Financial Plan — Sound financial policies are laid out in 
the form of a plan. Corporation financing is no exception. 
When a business is organized, raises funds, or is reorganized, 
it proceeds according to some scheme. If it is a new enterprise, 
the first major problem is that of choosing a form of organi- 
zation — e.g., partnership, trust, or corporation. If the corpora- 
tion is chosen, the next problem is that of raising necessary 
funds. Here ^ ampimt of funds required and their sources 
Imust be determined. T'he securities must be so issued as to 
distribute inc^pme, risk, and control to suit the dominating 
individual^y^n solving the problems thus raised, surveys must 
be made. Marketing analysts estimate the volumes of sales 
that can be made at different prices. Engineers analyze the 
types of buildings and machinery needed. Accountants esti- 
mate the amounts of money required to purchase the required 
assets, the probable income, and the probable expenses. ^ Finan- 
cial analysts set up all data in terms of balance sheets and 
income statements and then compare these with the statements 
of other similar enterprises in order to double check the engi- 
neers and accountants. Next, they work out the types of 
securities to be used in raising the funds. Lawyers survey both 
the legal aspects of the type of business organization and the 
contracts with ^security holders and bankers. ^^^The making of 
marketing, engineering, accounting, finaficial, and legal sur- 
veys, the formulating of the final plan, and the putting of the 
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plan into effect are nstially referred to as promotiorL ^ The 
individuals who direct these activities are called promoters.^ 
However, promotion and promotional activities are not limited 
to the financing of a new company. Existing companies are 
always adding new products or new lines and raising funds to 
undertake new activities. Small companies are constantly be- 
ing combined into larger ones. Companies are buying up 
control of other companies. Insolvent companies are being 
reorganized. In fact, the organization of new companies is ^ 
relatively unimportant part of present day» corporation financ- 
ing, The recasting of existing financial structures and the 
consolidation of existing companies into larger enterprises 
overshadow the sm^Il company promotions. The old type of 
individual promoter has also passed from prominence. Today, 
the research departments of large companies are constantly 
finding new products, and the companies add them to existing 
lines or organize new subsidiaries to manufacture them. Engi- 
neering firms with large staffs promote public utility projects; ^ 
Strong financial groups, like the du Fonts, obtain control of and 
rehabilitate companies like United States Rubber Company. 

Form of Financial Plan.— As indicated ab^e, the heart of 
the financial plan is an estimated balance sheet. This will show 
the amounts of each class of assets required for the successful 
prosecution of the business: the amount of cash that must be 
on hand for comfortable operations ; the amounts that will be 
tied up in receivables and inventories; the amounts that must 
be spent for land, buildings, and machinery ; the amount that 
will be absorbed in prepaid expenses and losses before the 
enterprise is on a profitable basis. It will also show how the 
funds will be raised, that is, the amounts of current liabilities, 
of bonds, and of different classes of stock to be outstanding. 
The balance sheet will be accompanied by an income statement 
showing for a period of future years the estimated sales of 
products or services, the estimated costs, depreciation, net earn- 
ings, interest charges, and net income for shareholders. A 
statement of policies and charter and security provisions will 
accompany the balance sheet and income statement. These will 
show where voting control rests and possible future risks; •: 
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The Balance Sheet. — ^The balance sheet is an itemized 
statement of thg resources and liabilities of a business. Since 
all fifiancial discussions come to a focus on balance sheet and 
income statement changes, it is necessary for the student to be 
familiar with the content and terminology of these statements. 
Otherwise, he will miss much of the significance of financial 
discussions. The following balance sheet is typical of the steel 
industry. However, each industry will show variations in the 
i^ems listed ; so the student should familiarize himself with the 
statements of other Jypes of companies. 

Youngstown Sheet and Tube Company 

Consolidated Balance Sheet as of Decembek 31 
(Moody’s Standardization) 


Assets 1937 1936 1935 


Manufacturing properties .... 

. $209,640,752 

$204,062,315 

$201,278,084 

Coal mining properties 

. 17,638,412 

17,525,045 

18,485,737 

Iron and zinc ore properties . . 

. 16,332.643 

16,221,209 

15,932,263 

Employee housing facilities . . . 

7,370,400 

7,485,753 

7,566,987 

Misc. properties 

1,740,804 

1,704,877 

2,588,192 

Total properties . . . , . 

. $252,723,011 

$246,999,199 

$244,851,263 

Depletion reserve 

. 9,669,318 

9,313,963 

9,055,901 

Depreciation reserve 

. 109,170,746 

106,942,109 

102,950,140 

Net properties 

. $133,882,947 

$130,743,128 

$132,845,222 

Patents and licenses, net ... . 

397,725 

455,845 

353,627 

Reacquired common stock .... 

231,209 

308,278 

385,348 

Bank stock, etc. ........ 

613,736 

661.651 

879.855 

Other stocks and bonds ..... 

1,156,860 

1,648,883 

1,844,758 

Investments and advances .... 

8,041,992 

8,258,579 

10,135,421 

Current assets : 

Gash ............ 

4,653,874 

7,682,244 

7,807,933 

U. S. Government sec. at cost . 


81,958 

160,620 

Other marketable securities . . 


93,682 

111,526 

Notes and acc'ts rec., net . . . 

. 20,723,854 

22,009,999 

15,749,556 

Inventories 

. 49,272,509 

40,374,629 

35,781,408 

Due from employees ..... 

53,702 

49,086 

66,800 

Employee purchase contracts . 

483,463 

410,775 

443,661 

Insurance fund securities ... 

158,025 

158,025 

158,025 

Restricted cash, net . . . . . . 

68,862 

115,370 

112,570 

Deferred charges ....... 

902,506 

770,764 

614,015 

Total . . . . . . . . . . 

. $220,641,266 ^213,822,894 

$207,450,396 


% 

■INTR0DU6TI(3N 


' ^ '7 

Liabilities 

1937 

1936- 

1935 

554 % stock (par $100) . 
Common stock (no par) 
Minority interest .... 
Funded debt 

.... $ 15,000,000 
. . . . . 105,039,670 
.... 33,655 

.... 58,500,000 

$ 15,000,000 
86,803,097 
23,250 
78,253,000 

$ 15,000,000 
75,256,097 • 
20,943 
^5,337,000 

Current liabilities : 

Loans payable .... 
Accounts payable . . . 
Accrued taxes .... 
Dividends payable . . 
Ore in excess of pay . 
Accrued interest . . . 
Other accruals .... 

.... 5,000,000 

.... 5,476.249 

.... 3,841,096 

.... 206,250 

.... 1,402,787 

.... 407,250 

1,112,104 

5,631,392 

2,243,495 

206,250 

886,753 

666,190 

1,503,109 

3,000,000 

3,293,870 

1,355,018 

206,250 

397,408'/ 

287,500 

1,292,063 

Insurance fund res. . . • 

.... 158,025 

158,025 

2,897,784 

175,000 

19,375,547 

158,025 

Res. relin. and rebuild . 
Res. for contingencies . 
Earned surplus ..... 

.... 3,270,283 

.... 200,000 
.... 20,993,897 

3,265,493 
175,000 
• 18,405,729 

Total ...... 

. . . \ $220,641,266 

$213,822,894 

$207,450,396 

Current assets ..... 
Current liabilities . . . 

.... $ 74,650,237 
.... 17,445,737 

$ 70,291,596 
11,137,190 

$ 59,677,893 
9,832,109 

Net working capital 

. . . . $ 57,204,500 

$ 59,154,406 

$ 49,845,784 


Assets in the Balance Sheet. — ^The item, manufacturing 
properties, shows the original book values of the land, build- 
ings, machinery, and equipment used by the c-«npany in"" its 
steel producing operations. 

The coal mining, iron and zinc ore, employee housing, and 
miscellaneous property items are self-explanatory. 

The assets designated as ‘‘total properties’’ are known as 
fixed assets because of their fixed character. That is, they, 
consist of assets of a permanent nature used in the business. 

The depletion reserve account is an account which reflects 
the estimated decrease in value of the ore and coal properties 
that has taken place by the digging out and disposal of the 
resources. 

The depreciation reserve account reflects the estimated de- 
crease in value of the other fixed assets that has come about 
through wear, tear, obsolescence, inadequacy, action of the 
weather, and other conditions. 

Since properties are ordinarily carried on the books at their 
original costs until th^y are scrapped and removed from the 
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books, and since the estimated decrease in book value of the 
. properties is reflected by the depreciation and depletion reserve 
accounts, the estimated present book value of the properties is 
found by deducting the reserve accounts from the property 
accounts. ^ This process gives the item, net properties. In the 
case of the Youngstown Sheet and Tube Company, the state- 
ment indicates that properties for 1937 which were originally 
set up on the books at $252,723,011 have been written oif to a 
figure of $133,882,947. That is, they now have an indicated 
value of a little more than 50% of their original value. This 
is a normal relationship for a relatively old company because 
it has in service properties of all ages from new to those ready 
to be scrapped. The persistent march of property to the scrap 
heap will ordinarily give a current value of slightly more than 
50% to the plant account. 

The student should be aware of one factor in balance sheets 
as published by going concerns. They usually do not reflect 
actual values of properties. Standard accounting methods set 
the properties up on the books at cost at time of acquisition. 
These costs remain on the books, and depreciation is based on 
thepi, regardless of changing values. Consequently, many of 
the asset atcJ^nts are more in the nature of historical cost 
records than they are of current valuations. Occasionally a 
firm reappraises its properties and readjusts its asset valu- 
ations, but these firms are in the minority. 

♦ The patents item covers the book value of patents owned 
by the company. The value may represent the .post to the com- 
pany of acquisition of the patents from others, the cost of 
research to develop the patents, or an arbitrary value. How- 
ever, the cost basis is usually preferred by accountants. The 
actual value of the patents to the business is usually far differ- 
ent from the value at which they are carried on the books. 
Since the government restricts the life of patents to 17 years, 
the company writes this book value off on a 17-year baMs. 
Hence, the ‘'nef signifies that the amortization reserve has 
been deducted from the original figure at which the patents 
were carried. 

The license item (combined with Intents) represents the 
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amounts prepaid by the company for the right to" use patented 
processes and devices of others. When full payments are rnade ^ 
in advance, such payments are amortized over the life of the 
licensing agreement (normally the life of tlfe patent on* which 
-* it is based). Hence, these costs are also shown net to indicate 
that the amortization reserve has been deducted. 

Reacquired common stock is stock of the company which 
the directors have caused the company to repurchase. This / 
item is ordinarily known as treasury stock because it has been " 
returned to the company h treasury. Since this stock formerly 
represented an equity in the company hnd has now been re- 
turned, it represents merely a suspended cancellation of rights 
and not an asset. 

Bank stock , etc., represents outside investments held bv the 
corporation. In this particular case, the corporation acquired 
the stock and securities in the course of the reorganization of 
failed banks in which it had deposits. 

Other stocks and bonds represent securities held in other 
companies. 

Investments and advances represent investments in the 
securities of, and short-term loans to, subsidiary companies, 
that is, companies which are controlled and oper^^ as a part 
of the business of Youngstown Sheet and Tube Company. 

Current assets are cash, cash items, and assets that will be 
converted into cash currently in the course of normal opera- 
tions. This group of assets is also called working capital: 
Chapter 11 is devoted to a discussion of working capital prob- ‘ 
lems. Some writers use the term working capital, in the sense 
of net working capital, to describe the excess of current assets 
over current liabilities. 

Cash is self-explanatory. It covers all cash on hand and on 
deposit in banks. U.S. Gcgirernment securities are considered a 
cash item in analyzing balance sheets. The corporation pur- 
chases them as a means of earning a return on idle cash 
balances. 

Other marketable securities are securities of other corpora- 
tions which are readili- salable in the open market without 
serious price concessions.l Marketability is a technical term • 
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signifying price stability as well as salability. Almost anything 
. is salable if the price is made sufficiently low, but the essential 
thing in securities is that they be readily salable without price 
sacrifioe. * 

Notes and accounts receivable are the claims that the busi- 
ness has against its customers and other debtors. For example, 
if goods are sold on open book account, the claim is known as 
an account receivable. If the purchaser gives his promissory 
"^note to the company, the claim becomes evidenced by a note 
receivable. Financial difficulties of purchasers and other debt- 
ors prevent the collection of some claims each year. If the 
business could tell in advance which customers would not be 
able to pay, they would not sell goods to those customers. 
However, this is not the case. Consequently, the company sets 
up a reserve against bad debts. This reserve reflects the 
amount of bad debts^ that normally turns up in the course of 
business. The ‘'net'’ indicates that the company has deducted 
this reserve from the amount of notes and accounts receivable 
as now carried on its books. 

Inventories consist of raw materials, goods in process of 
manufacture, and finished goods ready for sale to customers. 

The ite^iT^due from employees, represents claims against 
employees of the company. Most large corporations assist 
their employees by loans. In some cases they sell them securi- 
ties or other property and permit them to pay for it oh an 
installment basis. 

Employee purchase contracts are claims against employees 
for property that the employees have purchased. These arise 
most frequently in connection with plans whereby the employee 
is permitted to purchase stock in a company at less than market 
price. 

Insurance fund securities are securities held in a segregated 
fund to meet losses. Instead of paying premiums to an insur- 
ance company, the company sets the same amounts aside in a 
special fund and uses this fund to meet its insurable losses. 
These funds are usually kept in very liquid securities so that 
the amounts will be available when they are needed. 

- Restricted cash is another bank failure item. It represents 
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deposits which cannot be withdrawn at will by the company 
because restrictions have been placed on withdr^awals. 

Deferred charges represent items which have been paid for*^ 
and will ultimately become a cost of operating the btfcsiness, 
but which have not been used up at the present time. - Prepaid 
insurance, rent, advertising, and similar items are good illus- 
trations of this type of asset. 

Those assets which can be touched, that is, physical assets, J 
are called tangible assets . Assets that merely represent claims 
against others — for example, stocks, bonds, patents, licenses, 
notes and accounts receivable, bank deposits, and advances — 
are called intangibles. These are also called choses in action. 
that is, they give the holder a right to sue the other ^ party in 
order to enforce the claim. Intangibles also fall in the per- 
sonal property classification. However, personal property is a 
broader term and covers chattels as well as choses in action. 
Chattels embrace all types of tangible property that are not 
land or affixed to the land. Land and property attached to the 
land are termed real p ro perty . Accountants sometimes violate 
this classification by classing accounts and notes receivable, 
bank deposits, and owned securities as tangible a sje^s . 

Liabilities — 5/4% stock (par $100) is preferred stock 
with a par or face value of $100 stated on the certificates of 
stock. 

' Common stock (no par) represents the owners’ permanent 
interest in the business. ^^No par” signifies that no value is • 
stated on the face of the certificates of stock.^ 

Minority interest is the claim of minority stockholders of 
subsidiary companies to their proportionate interest in the 
assets of the subsidiary companies. Since the company has 
summarized all the assets of the subsidiaries in its consolidated 
balance sheet, it shows the claim of others to those, assets as a 
liability in its consolidated balance sheet. 

Funded debt is the debt of the company evidenced by bonds. 
Actually, the company has more than one issue of bonds, but 
the entire bonded debt is lumped together in a single item. 

Current liabilities are those liabilities which will come due 
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y currently. For convenience, accountants define ^^current,’^ arbi- 
/trarily, to mean one year. The year is the normal accounting 
period. Consequently, all claims that will come due withm that 
period *are called current. 

Loans payable are bank loans that the corporation has ob- r 
tained to finance its working capital requirements. 

Accounts payable are amounts owed trade creditors for 
materials purchased. 

^ Accrued taxes are the estimated amount of taxes that the 
company expects 1?D have to pay and has made provision for in 
its accounts. 

Dividends payable account represents the liability of the 
corporation to shareholders for dividends declared, but not 
paid. Once the directors have declared a dividend, the corpora-' 
tion is liable to the stockholders, not as stockholders but as 
creditors. The stockholders have a claim which they can en- 
force by suit. 

Ore in excess of payments represents an amount which the 
company must pay for ore that it has taken but not paid for. 

Accrued interest represents the pro rata amount of interest 
on borrowed funds for the period since the last interest pay- 
ments to In spite of the fact that interest is paid only 

at stated intervals, the company spreads the charge uniformly 
over the year. Hence, a statement taken at any time other 
than at an interest date will show a bookkeeping allocation of 
the unmatured interest for the period since the last interest 
• date. ' 

are similar to the interest items. They rep- 
resent claims that are not yet due but that will be payable in 
the future. Accrued wages ordinarily bulk large in these items. 

Insurance fund reserve is an offset reserve^ matching t^e 
insurance fund carried among the assets. Th^i^eserve account 
indicatp that a part of the assets, in excess^f the liabilities 
and the stated amount of the capital stock, has been earmarked 
for a special purpose and is fot available for general corporate 
purposes. 

Reserve for contingencies is a part of the surplus which has 
. be.en set aside to meet losses which are considered possible. 



^INTRODUCTION ‘ ’ f 13 ' 

Earned surplus is the excess of total assets retnairling after 
all liabilities, stated value of stock, and segregated reserves ^ 
have been deducted. The term ^‘earned'’ . indicates that’ the 
excess arose because the corporation retained earnings^ in the 
business, instead of paying them all out as dividends. Some 
corporations show other types of surplus reserves — for ex- 
ample, reappraisal, capital, and donated surplus reserves. 
These terms merely indicate the origin of the excess. ^ 

Net working capital is the excess of current assets over-^^ 
current liabilities. It indicates the amount qf working capital 
that is offset by long-term securities rather than by short-term 
claims. 

Other Terms.— Capitalization is the total par ,value or 
stated value (i.e., value assigned to the securities on the com- 
pany's books) of all outstanding long-term securities. The 
capitalization of Youngstown Sheet and Tube Company for 
1937 is $178,539,670. It consists of $58,500,000 par value of 
bonds, $15,000,000 par value of preferred stock, and $105,- 
039,670 stated value of common stock. Surplus does not evi- 
dence a permanent commitment of funds to the business and, 
hence, does not constitute a part of capitalization. ' The term 
'^capitalization'^ is sometimes confused with ca]^^l. Capital 
is the total resources of the business,* both tangible and in- 
tangible ; whereas, capitalization is represented by an aggre- 
gation of creditor and ownership accounts on the liability side 
of the balance sheet.. The two concepts should not be confused. 

Capital stock account shows the amount that the stock- 
holders have committed permanently to the business. This 
amount is not available for distribution as dividends until the 
business is liquidated. 

Stockholders' capital is a term which designates the stock- 
holders' interest in the business. In case of liquidation the 
stockholders are entitled to all assets remaining after creditors 
have been paid. Consequently, stockholders' capital can be 
calculated by adding the capital stock and surplus accounts 
together. 

Book value is the v%lue of a share of stock as shown by 
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the books. K we take the total assets of a corporation and 
. deduct all liabilities and preferred stock, we get a total which 
belongs to the common stockholders. If we then divide this 
total l^y the number of shares outstanding, we will find the 
value of. each share as shown by the books of the corporation. 
This book value may or may not approximate the market value 
of shares. Usually, market prices vary widely from book values. 

Income Statemeiit. — ^The income statement shows the 
changes that have^ taken place between the times of two balance 
sheets. It is a running account of the activities of the corpora- 
tion between two periods of time. The income statement of 
Youngstown Sheet and Tube Company is a good sample state- 
ment. However, as is the case with balance sheets, income 
statements vary in content from company to company and 
industry to industry; so the student should familiarize himself 
with the statements of other types of companies. 

Youngstown Sheet and Tube Company 
Consolidated Income Account as of December 31 
(Moody’s Standardization) 


• 

1937 

1936 


1935 

Net sales 

. $144,288,797 

$127,674,517 

$ 86,788,923 

Costs and operating expenses . . 

. 112,301,098 

101,431,999 


70,123,884 

Provision for doubtful accounts , 

298,327 

475,515 


329.657 

Adm., general and selling exp. . . 

7,360,555 

5,831,279 


4,917,385 

Depreciation and depletion . . . 

6,949,866 

6,837,763 


5,683,843 

Operating profit ........ 

. 17,378,951 

13,097,961 


5,734,154 

Other income . . 

1,993,407 

2,444,410 


1,467,606 

Total income . ... . . . 

. $ 19,372,358 

$ 15,542,371 

$ 

7,201,760 

Idle plant expense 

157,230 

651,266 


778,716 

Net loss assets sold, etc 

1,558,559 

128,556 


100,416 

Provision for contingencies . . . 

. 550,000 



175,000 

. Balance for interest . . . 

. $ 17,106,569 

$ 14,762,549 

’$ 

6,147,628 

Interest . . . . . . ... . . . 

2,694,266 

3,668,337 


4,412,681 

Federal tax (sub. cos.) . . . . . 

1,876,500 

510,676 


119,710 

Surtax (sub, cos.) . . .... . 

323,500 

4,229 



Minority interest ........ 

. 21,654 

14,807 


17,715 

Net income . . ... . . 

. . $ 12,190,649 

$ 10,564,500 

? 

1,597,522 

Preferred dividends payable , . . 

7,472,754 

2,268,750 


206,250 

Surplus for year . . . . . . . . 

4,717,895 

8,295,751 


1,391,271 

Times interest earned . . . . . . 

6.55 

4.02 


1.39 




f 
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Statement Items. — Net sales are the total Sales after all 
returned sales and allowances have been deducted. 

Costs and operating expenses include the costs of all mate- 
rials, supplies, wages, salaries, and other items enteripg into 
the operation of the plants. ^ 

Provision for doubtful accounts represents the loss that is 
expected in connection with credit sales. As was noted, this 
amount is carried to a reserve account which is carried on the 
balance sheet or which is deduct from the balance sheet 
valuation of the accounts and notes receivable. 

Administrative, general, and selling expenses are general 
expense items of the corporation which have not been included 
in the operating expenses. They cover the salaries of the gen- 
eral officers, the expenses of the sales department; and the 
overhead expenses which apply to the institution as a whole. 

Depreciation and depletion are the annual charges made t5 
cover the loss in value of physical properties as described in 
the discussion of depreciation and depletion reserves under the 
balance sheet section. 

Operating profit is the excess of the sales figure over the 
deductions listed above. This represents the net results of run- 
ning the business as a mining and manufacturi^^ enterprise. 

Other income is non-operating income, that is, interest from 
outside investments, etc. 

Total income is the total of operating and non-operating 
incomes. 

Idle plant expense is the expense connected with the owner- 
ship of plants which are not now required for operations. 
These expenses could be cut, if necessary, by liquidating the 
plants. 

Net loss assets sold account is a non-recurring loss due to 
the liquidation of certain assets of the company. Such losses 
are segregated so that the investor will be able to make allow- 
ances for the fact that they do not recur regularly. 

Provision for contingencies is a charge made in setting up 
a reserve account to cover a loss that the company expects to 
sustain. 

Balance for interest indicates the amount that the business 
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has earned after all costs and expenses have been charged out. 
/ Since all costs^ were charged out before this balance was ob- 
tained, the business could pay out this entire balance without 
impairing the operating strength of the company. 

Interest covers the payments for the use of borrowed capi- 
tal, that is, bond interest and interest on bank loans. Some 
companies lump amortization of discount on bonds sold at less 
than par under the interest item. Other companies report 
^amortization of discount as a separate item. It is a cost of 
borrowed capital, and from an economic standpoint can readily 
be lumped with the interest charge, but better practice segre- 
gates it. • 

Federal tax (subsidiary companies) is the charge made 
against* income for the taxes payable to the federal government. 
Surtax (subsidiary companies) is the charge made to cover 
taxes on the undistributed net income under the Revenue Act 
of 1936. 

^ M interest represents the claim of minority stock- 

holders in subsidiary companies to the earnings of those 
subsidiaries which have been combined in the consolidated 
statement of the parent company. 

*Net inc^e is that part of the earnings which remains to 
stockholders after all prior deductions have been made. 

Preferred dividends are the amounts which are distributed 
to the preferred stockholders during the current period. 

Surplus for the year is the amount of earnings which is 
.neither charged out as expense nor paid out as interest or 
dividends. These economic values remain in the business. 

Times-interest-earned figures are obtained by dividing the 
interest payments into the balance available for interest. 
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CHAPTER 2 


t . ^ 

NATURE OF THE CORPORATION 

Form of Organization. — -The corporation is a legal person 
separate and distinct from the natural persotis who own stock 
in it and transact its business^ Being a separate person in the 
eyes of the law,^ takes title to property and enters into con- 
tracts in its own name.’^ However, since its existence is nothing 
but a leg al fic tion, it must transact business through agents 
who are natural persons. The most important of these agents 
are the directors who are elected by the stockholders of the 
corporation. The directors, acting as a board, determine the 
policies of the corporation. They also appoint the other agents 
of the corporation. The principal other agents are the president, 
vice-presidents, treasurer, and secretary. *^owever, they are 
routine officers who carry out policies set by the board of 
directors. Ultimate authority in the corporation a^ays resides 
with the board of directors.^ 

The powers of the corporation and the rights and obliga- 
tions of individuals connected with it are fixed by the statutes 
under which it is organized.^ For example, the state, in giving 
the right to exist as a corporation, may say that the stock- 
holders shall be liable for the corporation’s debts to the extent* 
of all the property that they possess. However, corporation 
laws are designed primarily with a view to restricting the 
liability of shareholders. Hence, statutes generally provide 
that the shareholder shall not be liable for the debts of a cor- 
poration. Nevertheless, in the case of some special types of 
corporations, this is not the case. The shareholders of banks 
have long been held to a greater degree of accountability than 
those of other corporations. Several states require share- 
holders not only to pay for their stock in full but, if a bank 
fails, to pay in an additional amount equal to the par value of 
their stock (double liability). In Colorado, they are required* 

17 / 
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to pay in twice the par value of their stock, the shareholder 
■ thus heinp- sub iect to trMe 

Every attribute of the corporation is subject to similar 
variation. The corporation may be restricted to a single line 
of busings, or it may be permitted to engage in all lines of 
business. Some states are very strict and others very lax in 
the powers they confer on corporations organized under their 
^laws. However, most states are liberal except for certain lines 
of business which they single out for special treatment. Thus, 
all corporations doing a banking business are required to be 
organized in the state in which they are doing business, unless 
they are incorporated by the federal government. Likewise, 
most states require public utilities to be domestic corporations 
(i.e., incorporated in the state). These corporations are so 
affected with a public interest that it is felt undesirable to 
permit them to exercise powers granted by a foreign state. 
Such variations are merely illustrative of a host of others. 
Enough has been said, however, to indicate that corporation 
powers vary from corporation to corporation, from state to 
state, and from time to time at the whim of the legislatures 
* which pass the statutes. 

Probablytke most important feature of the corporate form 
is the limitation of the shareholder’s liability and its effects on 
the aggregation of capital. The difficulties of formation, 
changes in charter provisions to permit expansion, and similar 
problems are primarily a question of being able to pay for the 
services of a lawyer of average abilities. However, an under- 
standing of the nature of other types of business organization 
is essential to a proper understanding of these aspects of the 
corporation. 

Individual Proprietorship. — ^The simplest type of business 
organization is the individual proprietorship. Assuming that* 
he complies with zoning ordinances and licensing regulations 
which apply to all businesses of the particular type, an indi- 
vidual can start up a business without any formalities other 
than assembling the necessary assets and staff. He is acting as 
an .individual with all the freedom with which an individual 
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orders his personal life. However, the courts will not distin- 
guish his acts in business from his acts at hom«; nor will they 
separate his business property from his nombusiness property. 
A creditor of the business may levy upoft his non-business 
property (e.g., his home or his car) without first e^^hausting 
his business property, or the groceryman can levy upon his 
business property for his household debts. All of his assets, 
business or otherwise, are on the same footing. The business 
does not stand on its own feet, but drags down the individual 
fortune if it fails. The fact that the busines^creditor can reach 
the individual property, as well as the business property, 
strengthens the credit of the individual proprietorship to the 
extent that there are additional liquidation values to protect 
loans; but since there is no way to obtain additional funds 
except by borrowing, the capital resources of the business are 
limited to the personal wealth as a margin of shrinkage protec- 
tion, This limitation on the ability to raise capital definitely 
restricts the individual proprietorship to small businesses. 
When large amounts of capital must be assembled, some other 
type of organization must be used. If the sums needed are 
very large, the corporation is normally used because it pernjits 
the aggregation of a large number of ownei^ and large 
amounts of ownership funds which are either adequate in 
themselves or can be used as a margin of shrinkage to protect 
borrowed funds. 

General Partnership — ^The general partnership is nothing 
but a group of individuals acting as agents of each other in the 
conduct of a common enterprise. The courts treat each partner 
as an individual. As in the individual proprietorship, the part- 
ner's individual property is a common fund with the business 
property for the satisfaction of business debts. Since each 
partner is the agent of the other partners, creditors can reach 
the individual property of a partner for all the debts of the 
partnership. That is,‘ the partner's liability is joint and sev- 
eral-joint in that he is liable with the other partners for the 
liabilities of the joint enterprise, several in that creditors can 
levy on his property afone. The creditor can bring suit against 


20 CORPORATION FINANCE 

A, B, and C/ doing business as the A, B, C Company, a part- 
nership; have j^rocess served on A; and after judgment collect 
the entire amount due by levying on the separate individual 
property of A is then left to collect from B and C the 
shares that they should have contributed. If they have noth- 
ing, A must foot the whole loss. If the partnership is insol- 
vent, it may be thrown into bankruptcy. In that case, the 
business creditors will have first claim against the business 
assets, and the personal creditors will have first claim against 
the individual assets; then any surplus in one group will be 
turned over to the other group of creditors. This marshalling 
of claims and assets is also followed in equity. However, only 
a relatively small proportion of unsuccessful partnerships is 
liquidated in bankruptcy (because the costs are so high), and 
the equity courts do not have the power that bankruptcy courts 
have to set aside preferences. Hence, the bankruptcy and 
equity court priorities of the creditor groups are of very 
limited significance. In most cases, creditors file actions at law 
and secure preferences on a first come-first served basis be- 
fore the partnership comes under the control of an equity 
court. Further, both before and after insolvency, most Juris- 
dictions maise no distinction between business and individual 
property. If it can be levied on advantageously, the business 
property is levied on first; otherwise, the individual property 
of any partner served with process is seized. Once the indi- 
vidual property has been attached or seized on execution of a 
judgment for firm debts, the preference stands both at law and 
in equity. Only bankruptcy within four months can set it 
aside.! This confusion of individual fortunes with business 
fortunes is a great handicap to the general partnership form 
of organization. It is overcome in the case of the corporation, 
as we have noted, by making the corporation a separate legal 
' person and by limiting the liability of shareholders. 

The agency factor is another difficulty of the partnership. 
Each partner can bind the other partners in any transaction in 
the regular course of business (as distinct from non-business 
matters) of the partnership. This factor increases the indi- 
viduaFs risk by making him responsible lor errors in judgment 


NATURE OF THE eORPORATION ’ • 2I 

and weaknesses in character of others. He can partially protect 
himself by providing in the partnership contr^t that certain 
powers shall be exercised solely by specified individuals, This'"^ 
makes the partner responsible for his conduct but does i;ot bind 
outsiders unless they have notice of the limitation on the part- 
ner's authority to transact business. The public, in absence of 
notice, is permitted to rely on the general principle that each 
partner has full power to transact business that normally • 
comes within the scope of the particular business the partner- 
ship is undertaking. In the case of the corporation, this weak- 
ness is overcome by having a board of directors charged 
with the responsibility of determining policies and designated 
officers charged with carrying them out.. No stockholder can 
bind the corporation in anything. It is legally understood that 
the corporation is an entity separate and distinct from the 
persons who organized it and hold its’^ shares, and can be 
bound only by its duly authorized agents. This separation of 
business identity from individual identity permits large num- 
bers of persons to engage in a common undertaking without 
risk of being bound beyond their definite undertakings or 
harassed by lawsuits connected with the business. They can 
delegate authority to a president and can lodge poi^y determi- 
nation in the hands of a relatively few men. 

The partnership articles of association involve some other 
points of difference. The partnership can be formed by merely 
engaging in a. common undertaking and acting in the manner 
that partners ordinarily act. The courts find a partnership in 
the conduct of the enterprise. However, a well-considered 
partnership should be set up by a written contract among the 
parties, specifying the amounts to be contributed, the method 
of sharing gains and losses, the powers and duties of the indi- 
vidual partners, etc. When this is done, there is a written 
framework similar to the charter which the state sanctions for 
a corporation. If it adds new members or drops out old mem- 
bers, the old partnership ceases, and a new partnership results. 

In contrast, * if the corporation amends its charter to permit 
an increase or decrease in authorized stock, it is still the same 
corporation. Its life continues. If the partnership goes from 
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one state to atiother, it still continues its existence as the same 
. partnership an^ merely moves. Since it is treated as a group 
of natural individuals, it has the freedom of action of indi- 
viduals. However* when the corporation moves across state 
lines, it becomes a foreign corporation and has to comply with , 
the statutes regulating the right of foreign corporations to do 
business in that state. If it wishes to become a domestic cor- 
* poration, it must reincorporate within the state. Thus, a rail- 
road like New York Central, running from New York City 
• to Chicago, may file the same charter in several states in order 
to get domestic privileges. In other cases, the corporation may 
dissolve in one state and sell its assets to a new corporation 
organized in another state. The latter procedure is usually 
done when the business is moved from one state to another, 
and it may be done without moving the business if the incor- 
poration laws of one state are more favorable than those of 
another and if the home state permits foreign corporations to 
do business within its borders. 

Limited Partnership. — ^The limited partnership is a statu- 
tory organization like a corporation. It consists of one or 
more getieftil partners and one or more limited partners. The 
limited partners are not liable to creditors of the partnership 
beyond the amount that they have committed to the enterprise. 
However, in order to be sure of this limitation of liability, the 
articles of partnership and public notice of them must comply 
strictly with the statute. The limited partners must avoid any 
holding out that they are general partners and must not display 
their names in such a way as to mislead the public. The 
statutes will usually be explicit on this point. If the limited 
partnership fails to comply with the statutory formalities, the 
limited partners will be held to the joint and several liability 
of general partners. Further, since the limited partnership is 
still considered to be an association of individuals, it has no 
standing in a state other than the state of organization. Out- 
side the state of organization, it will be treated as a general 
partnership and the limited partners as general partners. Also, 
the limited partner can exercise no voiCe in the management. 
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This type of organization, like the corpor^ion, requires 
legal services in complying with the statutes. It 4 gives a degree 
of limitation of liability to some of the associates, but not to 
all of them. Its chief advantages lie in less:’ taxation and less 
, governmental red tape than is the case with the corporation. 
It permits the aggregation of larger amounts of capital than 
does the general partnership ; but the limitation of liability is 
treacherous — limited partners sometimes finding that formali- 
ties have been overstepped. 

Pennsylvania Limited Partnership Statirte. — Selected sec- 
tions of the Pennsylvania limited partnership statute follow. 
(Title 59, Purdon's Pennsylvania Statutes.) 

Sec. 171. Limited partnership defined. A limited partnership is 
a partnership formed by two or more persons under the provisions of 
section two, having as members one or more general partners and one 
or more limited partners. The limited partners as such shall not be 
bound by the obligations of the partnership. 

Sec. 172. Formation. (1) Two or more persons desiring to form 
a limited partnership shall — 

(a) Sign and swear to a certificate, which shall state: 

(I) The name of the partnership, - 

(II) The character of the business, ^ 

(III) The location of the principal place of business, 

(IV) The name and place of residence of each member, general 
and limited partners being respectively designated, 

(V) The term for which the partnership is to exist, 

(VI) The amount of cash and a description of and the agreed. 
. value of the other property contributed by each limited partner, 

(VII) The additional contributions, if any, agreed to be made by 
each limited partner, and the times at which or events on the happen- 
ing of which they shall be made, 

(VIII) The time, if agreed upon, when the contribution of each 
limited partner is to be returned, 

(IX) The share of the profits or the other compensation by way 
of income which each limited partner shall receive by reason of his 
contribution, 

(X) The right, if given, of a limited partner to substitute an as- 

signee as contributor in his place, and the terms and conditions of the 
substitution, ® 
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(XI) The rjght, if given, of the partners to admit additional lim- 
ited partners, ^ 

(XII) The right, if given, of one or more of the limited partners 
to priority over oth^r limited partners, as to contributions or as to 
compen§ation by vray of income and the nature of such priority. 

(XIII) The right, if given, of the remaining general partner or 
partners to continue the business on the death, retirement, or insanity 
of a general partner, and 

(XIV) The right, if given, of a limited partner to demand and 
receive property other than cash in return for his contribution. 

(b) File for redbrd the certificate in the office of the recorder of 
deeds of the county in which the principal place of business of the 
limited partnership shall be located. 

(2) A limited partnership is formed if there has been substantial 
compliance in good faith with the requirements of paragraph (1). 

(3) The recorder of deeds shall record the certificate and the ac- 
knowledgment thereto, at large, in a book to be kept for that purpose, 
open to public inspection. 

Sec. 17S. A name not to contain surname of limited partner ; 
EXCEPTIONS. (1) The surname of a limited partner shall not appear 
in the partnership name, unless — 

(a) It is also the surname of a general partner, or 

*(b) Pri(^ to the time when the limited partner became such, the 
business had been carried on under a name in which his surname 
appeared. 

(2) A limited partner whose name appears in a partnership name 
contrary to the provisions of paragraph (1) is liable as a general 
partner to partnership creditors who extend credit to the partnership 
without actual knowledge that he is not a general partner. 

Sec. 191. Limited partner not liable to creditors, A limited 
partner shall not become liable as a general partner unless, in addition 
to the exercise of his rights and powers as a limited partner, he takes 
part in the control of the business. 

Limited Partnership Association.— This type of organiza- 
tion is found only in the states of Michigan, New Jersey, Ohio, 
and Pennsylvania. It is set up by complying with a statute 
and is a partnership with transferable shares. The shares can 
be transferred without the consent of the other shareholders, 
but the transferee must be elected to membership before he can 
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have a voice in the affairs of the partnership.^f lf he is not 
elected to membership, he can demand that he b^^ paid the value 
of his share from the partnership assets. Like a corporation, 
articles of association must be filed to give notice to the public. 
If all formalities are complied with, the shareholders are not 
personally liable to creditors. This limitation of liability holds 
only in the state of organization. In foreign jurisdictions, the 
shareholders may be held as general partners. The association 
operates through a board, like the board of directors of a 
corporation. It thus gets the advantages of delegated and cen- 
tralized authority. However, it has little to commend it. The 
formal organization process, restrictions, and taxes have little 
advantage over those applying to the corporation. On the 
other hand, the lack of status outside the state of organization 
is a distinct disadvantage. This type of organization is seldom 
used. 

Pennsylvania Statute. — ^The following excerpts are from 
the Pennsylvania statute. 

Sec. 241. Partnerships with limited liability of all part- 
ners; PURPOSE. Where two or more persons may desire to associate 
themselves in partnership for the purpose of conductingi^any kind or 
kinds of business, trade, or occupation, . . . and may desire to limit 
the liability of all of the partners for the debts of the partnership to 
the amount of capital subscribed by such partners, respectively, it shall 
and may be lawful to do so, in the manner following, to wit : 

Sec. 242. Articles of partnership; record; amendments. . . . 
Such articles of partnership shall be acknowledged before some 
officer competent to take the acknowledgment of deeds, and shall 
be recorded in the office of the recorder of deeds of the county in 
which is located the place designated as the principal office or place of 
business. ... A copy of said articles of partnership, and of all amend- 
ments thereto, duly certified by the recorder of deeds, shall also be 
filed, within thirty days after the recording of said articles or amend- 
ments in said recorder’s office, in the office of the Secretary of the 
Commonwealth. 

Sec. 244. Notice to be published; contents. Notice of the 
formation of the partnfrship shall be published in a newspaper of 
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general circul^ion in the county wherein is located the place desig- 
nated as the pr^cipal office or place of business. . . . 

Sec. 245. ‘"Registered” to be added to name. To the name of the 
partnership shall bemadded the word "‘Registered.” 

Sec. 261. Liability of members; right to transact business. 
No member of any such partnership, thus formed, recorded, and pub- 
lished, shall be liable for its debts. . . . 

Sec. 265. List of partners to be posted. 

Sec. 266. ""Limited liability” to follow names of partners. 

Sec. 269. Nature of interest in partnership; transfer; rights 
OF transferee. Interest in said partnership shall be personal estate, 
and may be transferred. . . . 

Sec. 270. Transferee entitled to book value of interest ac- 
quired. And any change of ownership, whether by sale, death, bank- 
ruptcy or otherwise, which shall occur in the absence of such rules 
and regulations, and which shall not be followed by election to mem- 
bership, shall entitle the owner or transferee to the book value of the 
interest so acquired, as ascertained and fixed, as hereinafter provided, 
at the last period preceding the date at which the member parted with 
or^lost his interest, with interest from such date. 

Joint Venture — ^The joint venture is an association of 
individuals for a special transaction. The members have un- 
limited liability for the association’s debts as in the partner- 
ship, but the organization operates through a manager who 
binds the other members. The members are not agents of each 
other as in the general partnership. Although this type of 
organization can be constituted without written articles of 
association, it is better, and the usual practice is to set up a 
written agreement among the parties. The association ceases 
on completion of the transaction for which it was organized. 
The chief disadvantage of this form of organization is the 
unlimited liability of the participants. i 

Joint Stock Company. — ^The joint stock company closely 
assimilates the corporation. However, it is not a statutory 
.organization; so it has no charter from the state. But it does 
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have articles of association similar to the corporation charter. 
The participants set up the articles by contrac^mong them- 
selves. The association is managed by a board of directors and 
has transferrable shares. The amount of stodc can be in<jr eased 
or decreased and shifted from person to person without affect- 
ing the continuity of the organization. Its mode of operation 
is similar to that of the corporation. However, the share- 
holders have unlimited liability for the debts of the enterprise. 
This is the chief disadvantage of this type of organization. It 
can be partially overcome by inserting in each* contract a clause 
stating that the contractee shall look only to the assets of the 
association for satisfaction. Since this is a term of the con- 
tract, it protects the shareholder from liability. However, 
non-contractual obligations, such as tort liabilities, cannot be 
guarded against in this way. In most cases, the extra protec- 
tion afforded by the corporation is worth the extra red tape 
and expense. The joint stock company is usually taxed as a 
corporation. 

Business Trust. — ^The terms business trust and Massachu- 
setts trust are used interchangeably. The business trust is 
frequently called the Massachusetts trust because this type t)f 
organization got its greatest development in Massachusetts. 
In any trust, there are three parties and a res. The res is the 
thing that is held in trust: in the case of the business trust, the 
assets of the business. The parties are the settlor or donor, 
i.e., the person or persons who turn the property over to the 
trustee or trustees ; the trustee or trustees, who hold and man- 
age the property (in the business trust, the trustees correspond 
to the board of directors in a corporation) ; and the settees 6r 
beneficiaries, who are to receive the fruits of the trust (the 
shareholders in the business trust). The trust is an old device. 
It was used for centuries in dealing with real property. It has 
been adapted to the business field, in order to get a common 
law type of organization that will give the advantages of in- 
corporation. The usual business trust has a deed of trust 
which resembles very closely the charter of a corporation. It 
sets up an operating structure under which the trustees func- 


28 - " CORPORATION FINANCE 

tion like a bckrd of directors. Their powers and duties in the 
transaction oi%usiness are defined as in a corporation charter. 
Provision is made for the designation of a president, vice- 
presidents, secretary, and treasurer. The beneficial interest in 
the trust is represented by shares of stock similar to the shares 
of stock in corporations. Indeed, many people hold shares of 
trusts and do not realize that they are not shares of corpora- 
tions. The trustees frequently issue bonds against the business 
enterprise that they hold in trust. Hence, the balance sheet of 
the enterprise is ''not readily distinguishable from that of a 
corporation. Legally, the settlor and the beneficiary may be 
the same person. | So it "Is customary in organizing a trust to 
sell shares of beneficial interest, in order to raise funds for the 
business. In all matters, the trust closely approximates the 
corporation. However, there are marked differences between 
the status of directors and trustees, and between stockholders 
in a corporation and shareholders in a trust. In the corpora- 
tion, the directors are elected periodically and represent the 
shareholders in the conduct of the corporate business. In the 
trust, the trustees are appointed for the duration of the trust 
(usually a long period of years) and cannot be controlled by 
the shareholders. In the corporation, the shareholders may 
control the affairs of the business by their power to vote for 
new directors, if the business is not conducted to suit them. 
In the trust, the shareholders cannot elect trustees annually, 
but must grin and bear unsatisfactory management until the 
trust is terminated, or until management becomes so grossly 
incompetent that a court will interfere/ This is the funda- 
mental weakness in the trust— -the shareholders cannot elect 
trustees periodically! Although, as a general rule, corporate 
managements hold office for long periods and corporate share- 
holders are not particularly conscientious in exercising their 
voting privileges, the ability to vote, in case circumstances 
require it, is always good insurance against bad quality 
management. 

The trust has been used chiefly to circumvent restrictions 
on corporations. If statutes forbid corporations to hold land 
or stock in other corporations, but do not define the term 
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corporation to indude trusts, it is a simple mattea to organize 
^ a trust and defeat the purposes of the statute. JFhus prior to 

I 1912, Massachusetts forbade corporations to hold land. Trusts 

were organized for this purpose. Because of ^he large develop- 
^ ment of trusts and the law of trusts in this connection, the 
business trust became known as the Massachusetts' trust. 
Massachusetts also forbade corporations to hold more than 
10% of the stock of a local public utility corporation under 
penalty of having the local public utility dissolved. Hence, 

" public utility holding corporation systems Peking to enter 

Massachusetts organized trusts as sub-holding companies, 
thereby organizing the industry along the lines pursued in 
other states. It will be noted that this type of use comes largely 
from faulty draftmanship of statutes. Since it is a compara- 
tively easy thing to amend a statute in such a way as to broaden 
the definition of corporation to include business trusts, these 
uses of the trust are fast disappearing. In those cases where 
the loophole continues, it may be said that the policy of the 
I statute itself is in doubt. If the policy of the statute is doubted, 

little effort will be made to plug it. As was noted, Massachu- 
setts finally gave corporations the power to hold real property, 
instead of eliminating the trust subterfuge. So much of tile 
legislation interfering with business organization is of doubt- 
ful wisdom that the laws are frequently left as originally 
framed. Since the passion which occasioned them has sub- 
sided, there is no political reason for stirring up the situation 
again, even though the laws are largely defeated. However, 

^ in those cases in which abuse is great, the law is usually 

plugged quickly. 
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t ORGANIZING AND MANAGING THE 
CORPORATION 

The Franchise.— was stated in the preceding chapter, 
the corporation's created by the state. The legislature of the 
state passes statutes fixing the rights, powers, and duties of 
corporations.^ The individuals interested in forming a corpora- 
tion frame a charter which complies with the appropriate 
statute and file it in a state office, usually in the office of the 
secretary of state. In some states, the charter must also be 
filed in county recording offices. In some, it must also be 
approved by the attorney general or another officer. However, 
when these formalities have been complied with, the corpora- 
I tion comes into being. The right of the association to exist as 
a separate legal person is called a franchise, the right to he* 
The corporation must also have the right to perform its func- 
ttons. T^is has been called ^The right to do.’’ In addition, it 
may be granted special privilegB, elgT, the right to place gas 
mains under the streets. These are called special franchises. 
The necessity of separating the franchise to he from the fran- 
chise to do lies chiefly in the problems of our federal system 
of government. Ordinarily, the state of incorporation gives 
both the right to exist and the right to exercise functions at 
the same time. However, the author has seen a copy of an old 
charter in which the State of Maryland gave outrageously 
broad powers to a corporation, but specified that the corpora- 
tion should not transact business in Maryland. Those days are 
probably gone forever, but still the states charter corporations 
which will transact part or all of their business in other states. 
Consequently, the other states must exercise some control over 
these legal individuals. Hence, as a matter of comit y, foreign 
states recognize the existence of the corporation, but place 
restrictions on them. They force the^*^ foreign corporations to 
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comply with these restrictions before transac^ng business 
within their borders. This process regulates co|^porations, but 
still gives incorporators a choice of states. So in any incor- 
poration, the promoters usually first study ftie advantages of 
® the laws of different states and form the corporation in the 
state giving the greatest advantages. These advantages include 
limitation of taxes, freedom from making reports, liberal 
powers, and a host of other considerations. After incorpora- 
tion, the company can be qualified to do business in such other 
states as seem desirable. 

i Charter. — The certificate of incorporation is usually re- 
fferred to as the charter. This designation is correct, so far as 
it goes. However, the certificate must be read in conjunction 
with the statutes and constitutions upon which it is founded. 
Legislatures cannot grant powers not authorized by the constL 
tution; nor can government officials give greater powers than 
those authorized by the statutes. If any conflict in provisions 
arises, the constitution will prevail over the statutes, and the 
statutes will prevail over the certificate of incorporation. Fur- 
ther, the corporation or its shareholders may have powers not 
specified in the certificate because such powers are^conferrcd 
on all corporations of the particular class or on all stock- 
holders by constitutional or statutory provisions. Therefore, 
the complete charter of a corporation is said to consist of 
the Constitution of the United States, federal statutes passed 
pursuant to the constitution, the state constitution, statutes 
passed pursuant to the state constitution, and the certificate 
of incorporation. 

Certificate of Incorporation — ^The certificate of incor- 
poration is the articles of association drawn up by the organ- 
izers of the corporation and filed with the secretary of state 
(or other designated officer). It is the constitution of the 
corporation. It is a contract between the security holders and 
the corporation, between the corporation and the state, and 
between the security holders inter se. It defines the powers of 
the corporation and of its officers and directors. It also speci- 
fies what stockholders ^lall control and how they shall exercise 
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their Gontrol| The ordinary certificate of incorporation covers 
the following^pdints : 

1. Name of corporation 

2 . Purposes (types of business) of the corporation 

3. ' Number of shares and their par value if any 

4. Location of office of the corporation 

5. Duration of the corporation 

6. Number of directors and their qualifications 

7. Names and addresses of directors until first annual meet- 

ing of stockholders 

8. Names and addresses of subscribers to certificate of incor- 

poration and the number of shares subscribed 

9. That subscribers are of legal age and that the required 

proportion are*citizens of the United States 

10. Designation of Secretary of State as agent for service 

of process 

By-Laws — In addition to the items covered by the Certifi- 
cate of incorporation, the stockholders (in some cases the 
statute or charter delegates this power to the directors) at their 
first meeting set up a body of rules for* the conduct of the 
corporation. These rules cover the location of offices and 
places for the transaction of business, the calling of annual and 
special meetings of stockholders, forms of notice of meetings, 
the number constituting a quorum, methods *of voting, the 
number of directors, forms of notice for directors' meetings, 
designation of officers and their functions, routine for issuing 
securities, times for dividend action, definition of fiscal y?ar, 
provisions for amendments, etc. This body of rules is known 
as the by-laws. They, together with the certificate of incor- 
poration, constitute the operating plan of the enterprise. 

Board of Directors. — ^The final authority in the manage- 
ment of a corporation is lodged in the board* of directors. The 
board is composed of a group of men elected by the stock- 
holders to conduct the affairs of the corporation# Usually these 
are elected annually. During their terni^ of office, the directors 
are beyond the control of the stockholders. Stockholders can- 
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not compel them to put particular policies into ^Affect, nor to 
carry out policies that they promised to cyry ottf. when elected. 
The directors are free to exercise their owg judgment. How- 
ever, as a matter of practice, the directors are subject to 
pressure. They know perfectly well that they will not be re- 
elected if they fail to act as the majority of stockholders wish 
them to. Further, the by-laws of most corporations make pro- 
vision for the calling of special stockholder meetings at the 
instance of stockholders, and for increases or decreases in the 
size of the board of directors. If the policy*problem is suffi- 
ciently important, the stockholders can increase the size of the 
board and add enough new members to swing the vote in their 
favor. This method is occasionally resorted to when a new 
group purchases majority control of a corporation. 

The board of directors usually selects the officers of the 
corporation. The officers, particularly the president, are 
charged with the execution of the policies determined by the 
board.^ The officers may have a large share in formulating 
the policies of the corporation, but the ultimate power to 
approve or disapprove rests with the board. 

Committees of the Board. — ^The board of directors nor- 
mally contains a number of men who are primarily interested 
in other affairs. These men are necessary to the corporation 
in order to give its affairs the benefits of widened contacts 
and different slants on business conditions. But since these 
men cannot devote all their time to its affairs, they must be 
relieved of some of the burdens of the directorate. This result 
is accomplished by dividing the board into committees which 
devote much of their time to special phases of the company’s 
business. The purposes of -the special committees will vary 
with the problems of the enterprise. There may be a finance 
committee, an executive committee, a proxy committee, a loan 
and discount committee (in the bank), etc. These committees 
handle the tasks assigned to them and periodically report to the 
full board for action, or for confirmation of action already 
taken. In this^ way, a vast amount' of study, can be devoted 
to individual policies without exhausting the time of the entire 
directorate. . • 
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Liability -if Directors. — Directors must exercise ordinary 
prudence in tlie conduct of the affairs of a corporation. If 
their negligence causes losses to the corporation, suit can be 
brought against them for the benefit of the corporation. They 
are allowed a wide range of discretion and cannot be made to 
suffer for losses traceable to ordinary errors of judgment; but 
they are not permitted to neglect business seriously, and then 
leave the shareholder to shoulder the loss. That they are liable 
in cases of negligence is clear, but the question of what consti- 
Itutes negligence In a given situation* is hard to define. The 
decisions handed down by different courts are very irregular. 
Bank directors can be held a little more effectively than can 
the directors of other types of corporations ; but this condition 
is probably traceable to the fact that banking regulations, re- 
ports, and examinations make it easier for the interested parties 
to assemble the proof necessary to fix the liability. However, 
the present tendency Ts to fix directors’ liabilities more defi- 
nitely. It is likely that new legislation and litigation • will 
gradually clarify the position and responsibilities that directors 
assume. 

^ Stockholders. — ^The stockholders stand in about the same 
position with reference to the corporation that the citizens 
stand in with reference to city, state, or national government. 
Those that are given the right to vote by the charter of the 
i corporation can cast their votes for directors. The machine in 
^control of the management of the corporation may succeed 
through its proxy committee in intrenching the particular 
management, much in the same way that a Tammany machine 
in New York, a Kelley machine in Chicago, or a Farley 
machine in* the national capital intrench themselves. However, 
if the stockholders make common cause, they can oust the 
management. If necessary, they can amend the charter and 
by-laws in order to do so. Ultimately, they can bring the 
organization under control 

As the owners of the corporation, the stockholders are espe- 
cially interested in the efficient conduct of the business. Hence, 
at common law they had large powers oT inspecting the records 
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of the business, j These powers to inspect accoutting records 
have in some cases now, been limited by statute, ^in most cases, , 
however, the stockholder is refused a right which he legally 
possesses^* The management merely refuses ^him the ri^ht to 
® inspect. The stockholder is then left to enforce his demands 
in court, and the legal costs and inconvenience deter him from 
going further. In the latter case, he relies on the financial 
statements issued from time to time to regulatory authorities, 
exchanges, and the stockholders. These give him as much of a 
picture of the financial affairs as the general investing public 
usually possesses. A certain number of these reports are 
usually prescribed by by-laws and are issued regularly. 

The stock records are always open to the stockholders so 
that they may determine who holds the shares of the corpora- 
tfon. This information is essential if a stockholder wishes to 
correspond with other stockholders for the purpose of getting 
votes with which to oust the management. Seldom is a stock- 
holder obliged to resort to court procedure to obtain access 
to these records. 

Amendments to the Certificate of Incorporation. — From 
time to time, the charter of the corporation will have to be 
adapted to meet changed conditions. A severe depression may 
have wiped out assets back of the capital stock, thus creating a 
deficit. The directors may see an advantage in cutting down 
the stated value of the capital stock to correspond with the 
reduced amount of assets. In this case, the stockholders may 
vote to change the par value of their shares from $100 to $50, 
or to some other value. In this way, the deficiency of assets ^ 
is wiped out by ijeducing the offsetting stock item. In other 
cases, the business may need to sell more stock for expansion. 
Under these circumstances, the stockholders may authorize an 
increase in the stock of the corporation. In such cases, an 
amendment to the charter is voted on at a special meeting of 
the stockholders and then is filed with the secretary of state. 

Fundamental Changes in the Organization ^The stock- 

holders enter into their relationship with the corporation with 
the understanding thaf it will prosecute the purposes set forth 
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in the charte^'. If the business is to be dissolved or merged or 
amalgamated that of another* corporation, the change is 
so marked that the stockholders must ratify it. As will be 
explained later, ifnless the statutes of the state or the charter 
permit a less number to ratify, all the shareholders must be in 
favor of the merger, amalgamation, or sale of the total assets 
of a corporation before such action can be validly taken. In 
the case of dissolution when the business is prospering, unani- 
mous consent is likewise required. But if the business is 
failing, a majority of the shares can approve its dissolution. 
In some states, the properties cannot be mortgaged without the 
consent of a majority of the stockholders; butSn most states, 
the directors have the same power to borrow money and mort- 
gage properties which the directors exercised at common law. 
However, even though the statutes do not restrict the directors 
in the issuing of bonds and the creation of mortgages, the 
stockholders may take away this power by charter or by-law 
provisions. 

Protection of Dissenters. — In case statutes permit a major- 
ity of the stock to ratify a merger, amalgamation, or other 
fundamental change in the character or charter of the corpora- 
tion, including stock provisions, they usually provide some 
relief for the dissenting minority. Usually the dissenters are 
permitted to have their stock appraised and purchased by the 
corporation. The provisions of the New York statute illustrate : 

Sec. 21 . Rights of non-consenting stockholders of the corpo- 
ration ON voluntary sale of franchise and property. If any 
stockholder not voting in favor of such proposed .sale or conveyance 
shall at such meeting, or within twenty days thereafter, object to 
such sale, and demand payment for his shares, such stockholder or 
the corporation may, within sixty days after such meeting, apply to 
the supreme court at any special term thereof held in the district in 
which the office of such corporation is situated, upon eight days’ 
notice, for the appointment of three persons to appraise the value of 
such stock, and the court shall appoint three such appraisers, and 
designate the time and place of their first meeting, with such direc- 
tions in regard to their proceedings as shall be deemed proper, and 
also direct the manner in which payment for such stock shall be made 
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to such stockholder. The court may fill any vacancy the board of 
appraisers occurring by refusal or neglect to serve or otherwise. The 
appraisers shall meet at the time and place designated, and after 
being duly sworn honestly and faithfully to discharge their duties, 
they or any two of them shall estimate and certify the value ^f such 
stock at the time of such dissent, and deliver one copy of their ap- 
praisal to such corporation, and another to such stockholder if de- 
manded by him. The charges and expenses of the appraisers shall be 
paid by the corporation. When the corporation shall have paid the 
amount of such appraisal, as directed by the court, such stockholder 
shall cease to have any interest in such stock anti in the corporate 
property of such corporation and such stock may be held or disposed 
of by such corporation. Before receiving payment such stockholder 
shall surrender his certificate of stock. 

However, appraisal provisions are not universal. In Michigan, 
for example, if the required procedure is observed, the dissent- 
ing stockholder must go along with the majority. The accom- 
panying table contains a list of those states which make 
provision for the appraisal of dissenters’ shares. 


Provision for Appraisal of Stock of Dissenting Shareholders 
IN Case of Amalgamation, Merger, or Sale of Assets 


Statutory Provision 

State 

"‘Market value’^ 

Alabama, New Jersey, Pennsylvania 

% 

“Fair cash value” 

Arkansas, Florida, Louisiana, Minnesota, 
Nevada, Ohio, Virginia 

“Fair value” 

Maryland, Rhode Island, Tennessee 

“Fair value” as determined by 
practice and procedure under 
eminent domain laws 

Illinois, Indiana 

“Fair value” based on pro rata 
share of value of corporate 
assets 

Oregon 

“Value” 

Connecticut, Delaware, Idaho, Massachu- 
setts, Missouri,. North Carolina, New 
York, Philippine Islands, Vermont 

“Market value” but not less 
than book value according to 
last balance sheet * 

Kentucky, New Mexico 
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It will noted that the statutes provide for the determi- 
. nation of several kinds of value. The dissenting stockholder 
is, "therefore, obliged to determine what is meant by the statute 
from j:he decisions of the courts of the particular state. So 
far, the courts have given little more than an indication as to 
how values other than market value are to be arrived at ; and 
thus great uncertainty as to treatment to be expected faces the 
dissenter. 

^ I Method of Voting. — At common law, each shareholder had 
1 one vote in corporate meetings, regardless of the number of 
shares he held. This method of voting failed to give control 
in proportion to capital supplied, and hence tended to make 
control fail to correspond to risks taken. Consequently, the 
method of voting was changed by corporation laws. These 
generally permit each share of stock to have a proportionate 
vote. However, the statutes are usually very flexible in per- 
mitting the individual corporation to set up its own voting 
structure. Many of the states permit the corporation to issue 
non- voting stock or to provide for cumulative voting. Others 
fare more rigid and require that all stock, whether preferred or 
' common, shall have one vote per share. 

When each stockholder has one vote, regardless of stock 
holdings, the method of voting is called common law voting. 
Since the other methods of voting are fomided on statutes, 
they are designated as statutory ' voting. Hence, when the 
phrase statutory voting is used, it signifies a form of voting 
in which votes vary with the number of shares held. Cumu- 
lative voting refers to a particular form of voting in which 
each share is given a total number of votes equal to the number 
of directors to be voted for.} These votes can then be voted in 
any way the holder sees fit to apportion them. He can vote 
all votes for one director; he can give one vote per share 
(assuming that the share carries one vote) for each director; 
or he can apportion his votes in any combination between these 
extremes. It was necessary to qualify the statement by insert- 
ing the limitation, assuming that the share carries one vote, 
because shares may not carry full votis. For example, Cities 
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Service Company common stock carries only one-?wentieth of 
a vote per share. Cumulative voting merely pr(jvides for the 
concentration of whatever votes the shares carry. For con- 
venience of discussion, it is assumed that each share carries 
• one vote. 

The purpose of cumulative voting is to permit the minority 
I stockholders to concentrate their votes on a limited number of 
directors and thus get representation on the board of directors. 
It is felt that interests of the minority will be better safe- 
guarded, if they have a representative watchin^'g the affairs of 
the corporation from the inside. The board of directors can 
still operate chiefly through committees and thereby keep the 
minority representation partially in the dark as to many of the 
activities of the corporation; but a member of the board of 
directors has a right of access to all records and can inform 
himself in a general way though he does not participate in the 
inner workings of the committees. Most management abuses 
occur behind a veil of secrecy. Cumulative voting tends to liftj 
this veil and hence to limit the abuses. 

The minority group frequently desires to know just how 
many directors it can be sure of electing. The number can 
determined by a standard formula. This formula is as fol- 
lows : divide the total number of votes to be cast at the meeting 
by the number of directors plus one. This gives the basic 
figure from which all computations are made. To insure elec- 
tion of one or more directors, the minority must hold the 
number of votes indicated by this computation for each direc- 
tor to be elected plus one additional vote. 


Total number of votes to be cast 
Number of directors -f- 1 


+ 1 


For example, suppose that 100,000 shares will be voted at the 
meeting of Company X and that nine directors are to be 
elected. Since each share has one vote per director, 900,000 
votes will be cast. Dividing 900,000 by 10 (the number of 
directors plus one), we get 90,000 votes as the basic working 
figure. One additional vote will permit election of any number 
of directors for whoni we have 90,000 votes each. Thus, 
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90,001 vote^j will elect one director; 180, (X)l votes will elect 
two directors; 270,001 votes will elect three; and so on. It 
should be noted that we add only one vote, regardless of the 
number of direcfors to be elected. That vote, when taken away 
from the opposition and added to the minority total, always 
constitutes the margin by which the minority can win. (The 
student can demonstrate this method by any combination of 
votes and directors. ) By comparing the number of votes held 
with the number required to elect a director, the minority can 
use this formula to determine how many directors it can elect 
at any given meeting. To illustrate, if the minority in the 
above case has 99,000 votes, it knows that it is in the same 
position. If it has 81,000 votes, it must purchase additional 
shares or obtain proxies to round out the total of 90,001, 
provided it desires representation at all. 

Proxy. — ^The stockholder may attend shareholder meetings 
to vote his stock, or he may be represented by some other 
person. This other person is known as a proxy. The stock- 
holder gives his representative a written authorization to vote 
the shares. Consequently, the written authorization has also 
.(!bme to be known as a proxy. Proxy voting is provided for 
I by the statutes under which the corporation is organized. 

I Proxies cannot be given perpetually and are usually given 
\ anew for each meeting of the stockholders. The stockholder 
I can appear at meetings and revoke a proxy that he has previ- 
®ously given. In other words, he can always change his mind 
up to the time of voting and give his vote to a different faction 

I or cause. The proxy is primarily a device of the management 
for getting out a sufficient vote to transact corporate business. 
The by-laws usually specify a form of proxy to be used. The 
directors set up a proxy committee from their number, and this 
committee sees that proxy forms are sent to the shareholders 
along with announcements of meetings. The shareholder is 
encouraged to sign and return these proxies to the encumbent 
management At most corporate meetings, the secretary of the 
corporation will cast nearly all of the votes cast. This follows 
because he is designated by the managcinent to vote the proxies 
returned to the corporation. 
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Pooling Agreements. — Stockholders sometimei enter into 
agreements with each other to vote their shares a block in 
favor of a certain policy. These agreements are valid and 
legally enforceable if for a legal purpose. If they are fpr an 
•illegal purpose, for example, for the violation of anti-trust 
laws, they are unenforceable. Courts enforce them by constru- 
ing the contract as a proxy and permitting the authorized 
party to vote the shares accordingly. The holder of the con- 
tract is said to have a power coupled with an interest so that 
the power to vote the stock cannot be revoked. 

Voting Trusts — The voting trust is a device to insure that 
voting control shall be lodged in the hands of a particular 
group for a specified period of time. The interested group 
draws up a deed of trust and designates the trustees. The 
shareholders then are asked to turn their shares over to the 
trustees to be held in trust for the shareholders’ accounts. 
The trustees issue voting trust certificates to the shareholders. 
These certificates indicate the number of shares held in trust 
for the certificate holder. Since the trustees now have title to 
the shares of stock in the corporation, they vote for directors 
and exercise all powers formerly exercised by the certificate 
holders. However, the deed of trust usually provides that the 
trustees shall pay all dividend receipts immediately to the cer- 
tificate holders in the trust. On termination of the trust, the 
shares of stock in the corporation are distributed to the certifi- 
cate holders of the trust. Courts of some states held the voting 
trust illegal because it separated voting power from the actual 
economic interest in the corporation; courts of other states 
held the voting trust legal. A substantial number of states 
specifically permit the voting trust by statute; but many of 
these limit the duration of such trusts to five years. Of course, 
no state will permit a voting trust to be used for an illegal 
purpose. Conceding a legal purpose, the voting trust is legal 
in most jurisdictions. The voting trust has been used exten-.^ 
sively in reorganizations to insure that the management will} 
remain in strong hands until the corporations have been put' 
back on their feet. It has also been used in anti-trust litigation. J 
by agreement with the federal government. In these cases, ^ 
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corporation - holding control of another corporation, in viola- 
tion of the a^ti-trust laws, agrees to place that control in the 
hands of a neutral party as a condition of settling the suit. The 
court will then ^'designate a trustee to hold the stock for the 
account of the previous owner; but since the trustee is now 
the record owner, the previous owner cannot vote in elections 
and control the management. Another use of the trust is to 
prevent outside parties from taking control. If the stock is 
lodged in a trust for five years, the outsider cannot purchase 
it and obtain coh.troh 

Holding Corporations. — Holding corporations, like voting 
trusts, can be used to concentrate voting control of one or 
more other corporations. Holding corporations are corpora- 
tions which are empowered to own securities of other cor- 
porations. This power, like other corporate powers, must be 
definitely granted by the state of Incorporation. In some 
states, the power is granted to all corporations organized under 
the state’s statutes; in others, it is restricted to such corpora- 
tions as include the power among their charter provisions. In 
most cases, corporation laws make no distinction between types 
of securities in granting the privilege of holding securities of 
other corporations. Thus, the New York law gives the right 
to ‘^purchase, acquire, hold and dispose of the stocks, bonds 
and other evidences of indebtedness of any corporation, domes- 
tic or foreign.” In some cases, however, provisions deal spe- 
cifically with the holding of stock. Such are the provisions 
in the Vermont law. 

The latter type of provision reflects the fact that it is the 
privilege of holding the voting stocks of other corporations 
that is of greatest economic significance and that has attracted 
the most discussion and investigation. On this account, some 
writers prefer to restrict the term “holding corporation” to 
those corporations which hold voting stocks of other corpora- 
tions. This attempt to narrow the rneaning of the term is well 
taken. Nevertheless, in view of the fact that the right to hold 
all types of securities is essential to the proper performance 
even of control company functions, it would seem that the 
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term should be used in its broad significance, that i*s, the hold- 
ing of securities in general. If the term be so# used, special 
meanings can be covered by special terms. ^ The following 
chapter discusses holding corporations in detail. 

t 

Interlocking Directorates— When a person serves as a 
director in two or more corporations, the boards o£ directors 
are said to be ‘‘interlocked/’ That is, each board has a mem- 
ber who can advise it with full knowledge of the transactions 
of the other board or boards. The common member does not 
necessarily disclose information concerning the actions of an- 
other board, but he does act with such information influencing 
his conduct Non-disclosure would be the rule in cases in which 
the businesses are separate. However, interlocking directorates 
are most common and most complete among companies which 
represent related undertakings of unified financial interests. In 
these cases, complete disclosure of the actions of another board 
would be common. Thus, the large railroad, industrial, and 
public utility systems frequently elect the same men to the 
directorates of several of their subsidiaries. The federal gov- 
ernment carries this practice to even greater extremes than 
does private business. For example. Congress has provided 
that the board of directors of each Federal Land Bank shall 
be, ex officio, the board of directors of the Federal Intermediate 
Credit Bank, of the Production Credit Corporation, and of the 
Bank for Cooperatives for the Federal Land Bank district. 
This method of organization permits a single group of men to 
dictate the policies of these four great agricultural credit insti- 
tutions as though they were but a single bank. The same men, 
sitting in the same room, examine the same information and 
arrive at the same general conclusions for the business policies 
of all the separate banks under them. Although separate min- 
utes must be kept of meetings of separate boards, a determina- 
tion once made is put through successive board meetings as a 
matter of routine. Frequently, in private enterprise, the board 
may act for several controlled companies in a single sitting, 
directing that the action be entered in the minutes of each 
company. 
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Record SDates. — Shares of stock of corporations are bought 
and sold regjjlarly in the markets. When meetings of share- 
holders are held, it is necessary to know who are shareholders 
entitled to vote and who are not. When dividends are paid, it 
is necessary for the corporation to know who is entitled to* 
them. A large corporation may require several days to compile 
lists of shareholders. Consequently, shares may change hands 
after the list has been compiled. In order to avoid confusion 
and litigation over dividend and voting rights, the corporation 
usually fixes a'date as of which the stockholder lists will be 
compiled. Only those persons who are registered as stock- 
holders on the stated date can vote or receive dividends. For 
example, the directors of a corporation may meet as of June 5 
and declare a dividend payable on July 15 to stockholders of 
record on June 30. Announcement of the action on June 5 
permits purchasers and sellers of stock to act in the light of the 
dividend to be paid. Fixing the record date at June 30 serves 
notice on holders of shares which have not been transferred 
;to have them transferred to their names by June 30. Setting 

I the day of payment at July IS gives the company 15 days to 
compile the stockholder lists and prepare the dividend checks. 

Ultra Vires Acts. — ^The corporation can exercise only such 
powers as are granted to it by the state. However, the grant 
of powers is both express and implied. That is, the courts 
uphold the corporation in the exercise of powers beyond the 
expressly stated charter provisions provided those powers are 
incidental to, or reasonably necessary or convenient for, fur- 
thering the expressed purposes of the corporation. Both the 
expressed and implied powers are very broad today. Charters 
are granted which give corporations great latitude in engaging 
in multiple lines of business. Courts have also been very liberal 
in their interpretations of implied powers. As a result of these 
liberalizing tendencies the subject of ultra vires acts (acts be- 
yond the corporate powers) assumes less importance today than 
it did a few decades ago. Indeed, one New York judge has writ- 
ten that, “In these days ... it would be difficult to say that any 
business act is not within the power of a business corporation.” 
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Nevertheless, the subject of ultra vires acts is still^important. 
Banking, insurance, and public utility corporatioij^ are usually 
more carefully restricted in their powers than are other types 
of corporations. Consequently, the problem of ultra vires.acts 
is still definitely important in those fields. Further, even grant- 
ing the laxity of incorporation laws, the general business cor- 
poration cannot legally violate express prohibitions of the 
statutes or of its charter; nor can it stretch its implied powers 
indefinitely. It, too, may be guilty of ultra vires acts. 

When a corporation exceeds its powers, the st^te may always 
proceed against it to forfeit its charter or to enjoin the illegal 
activities. The stockholder may also bring suit against the 
corporation to confine its business to the limits of its charter. 
In fact, he may find such a suit necessary to protect his inter- 
ests although the attorney general of the state is not interested 
in filing a suit on behalf of the state. Such an occasion fre- 
quently arises when the acts of the corporation entail severe 
financial risks. 

' Parties to an ultra vires contract may also raise the issue. 
In contract cases, courts refuse to enforce the ultra vires agree- 
ment if neither party has yet performed. If both have per-^ 
formed, the courts refuse to reopen the transaction, leaving the 
parties where they stand. If one party has performed, the 
courts in most states force the other party to fulfill his part of 
the bargain. 

Violations of by-laws are not technically ultra vires acts 
according to the better usage of that phrase, but some authors 
classify them as such. Nevertheless, stockholders can enjoin 
them in the same way that they can enjoin ultra vires acts. 
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CHAPTER 4 

THE HOLDING CORPORATION 

^ Function. — ^The function of the holding corporation is to 

; unite several corporations into a single financial unit without 
destroying the existence of the separate corporations. This fi- 
I nancial unity could be obtained by having a single corporation 
own all of the properties directly were it not for the fact that 
many governmental restrictions, financial risks, business risks, 
and statutes make it necessary or desirable to have the Affer- 
ent properties owned by separate operating corporations. Most 
of the factors which cause the separation of the different prop- 
erties operate in conjunction with each other, but they can be 
isolated for purposes of discussion. The following sections 
discuss some of the more prominent causes of separate incor- 
poration of the parts of a larger business. Historically, there 
«have been many other important causes of separate incorpora- 
tion of these parts of a business. These were largely matters 
of evading tax laws and other public restrictions of a rather 
fundamental character. Because of the extreme importance 
of these restrictions, the loopholes which permitted holding 
companies to avoid them were plugged. Although some of the 
loopholes remain, it does not seem worth while to dwell on the 
less defensible uses of the holding company structure. 

Segregation of Business Risks.— Many corporations en- 
gage in a variety of types of business. Each of these types 
has characteristics of its own and is subjected to risks peculiar 
to it. Hence, the securities of a corporation having interests 
in several types of businesses necessarily represent a variety of 
risks. The presence of a variety of risk factors in securities 
frequently tends to make it more difficult to sell those securi- 
ties. For example, during the teens and twenties, the electric 
railway industry had very poor credit, while the electric power 

Af\ 


THE HOLDING CORPORATION * M7 

and light industry had very good credit. If thesV risks were 
combined in a single security, the cost of securi^ money, even 
for purely electric power purposes, was thereby increased. Not 
only does this general statement hold true when a single se- 
« curity represents electric railway risks and electric power and 
light risks, but it is also true when a single security represents 
natural gas and/or oil risks and electric light and power risks, 
or a variety of railroad or industrial risks. 

The problem of economically financing’ these different 
classes of risks has engaged the attention of^financial execu- 
tives for years, ^t has usually been solved by employing the 
holding company device. In all cases, the first step is to finance 
separately the different lines of business by segregating the 
various types into separate operating companies. The securi- 
ties of each company then represent a single type of risk. This 
method is discussed more fully in the chapter on segregated 
risk financing. 

Evasion of Discriminatory Foreign Corporation Laws. — 
State laws frequently discriminate between domestic and for- 
eign corporations. As already indicated, certain types of busi- 
nesses may be conducted only by domestic corporations. Aside 
from direct prohibitions of this nature, obstacles of a lesser 
mature are presented to the foreign corporation. Two of the 
^ Imore important of these are heavier taxation and the necessity 
{))i of making burdensome reports. The matter of discriminatory 
taxation is a familiar fact to students of this subject, but the 
extent of burdensome reporting is little noted. Space will not 
permit a detailed statement of the nature of the required re- 
ports, but requirements with reference to the one item of real 
estate will serve as an indication. With reference to this item, 
H. A. Haring presents the situation as follows : 

about one-third of the States demand of foreign corporations in the 
annual report a detailed schedule of real estate acquired and disposed 
of during the preceding twelve months. Occasionally this is supple- 
mented by requiring a complete inventory of all real estate holdings 
at the close of the year.^ 

^ Corporations Doing Bminess in Other States. New York: The Ronald 
Press Co., 1927, p. 73. 
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When the tax and report requirements for foreign corpora- 
tions are hea'^ier than those imposed upon domestic corpora- 
tions, the formation of a domestic subsidiary is an obvious 
mean§ of escape. 

Another, factor, which may be conveniently noted here, is 
the effect of restrictions on the use of public highways and 
on the power to condemn property. In many states, franchises 
to operate on the public highways cannot be exercised except 
by domestic corporations. In other states, the provisions of 
such franchises"' are often made so burdensome in the case of 
foreign corporations that domestic incorporation is desirable. 
Moreover, practically all local utilities must at one time or 
another exercise the power of eminent domain. This is espe- 
cially true of electric, gas, and telephone companies in which 
the growth factor is rapid. Hence, since in most, if not all, 
states no corporation foreign to that state can exercise the 
power of condemnation, this factor is a strong inducement to 
domestic incorporation. 

Access to Foreign Money Markets. — A use of the hold- 
^g company which has attracted little attention is that of gain- 
ing access t o fore ign money markets. Tlie ordinary procedure 
is to incorporate a holdring^oo in the country where funds 
are to be raised. This company then sells securities, the pro- 
ceeds of which are used in developing properties in foreign 
lands. The advantages of this arrangement lie chiefly in the 
fact that the investor will accept a smaller return on domestic 
securities, other things being equal, than he will accept on for- 
eign securities. In distinguishing domestic and foreign invest- 
ments, the investor tends frequently to look to the place of 
incorporation rather than to the location of the underlying 
corporate properties. In some cases, the investor considers that 
the domestic public utility holding corporation doing business 
in a foreign land is likely to be more profitable than a corpo- 
ration doing a domestic business because of the absence of 
profits regulation in many foreign countries. Because of this 
attitude, he will pay a high price for the securities of the do- 
mestic holding corporation controlling Iforeign properties, when 
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he will pay only a low price for the securities 5f a foreign 
company in essentially the same circumstances. This problem 
of foreign investment has been approached fi^)m a different 
angle by the investment trusts which invesf substantially in 
foreign securities; but in both cases, capital has been secured 
in domestic markets for foreign employment ; and the capital 
has been obtained on more favorable terms than it could have 
been obtained on, had the foreign securities been sold directly. 

Evasion of Financing and Franchise Obstacles to Con- 
solidation. — ^The holding company device is used to effect 
consolidations when financing or franchise obstacles prevent 
consolidation by direct ownership of the properties. Financing 
obstacles are usually the result of outstanding indebtedness. 
Provisions in bond issues are often such as to make the re- 
demption of outstanding bonds necessary in case direct prop- 
erty owning consolidations are formed. This was true in the 
case of the Pennsylvania Edison Company and the Metropoli- 
tan Edison Company, where the provisions of the mortgage 
of the former necessitated, In case of the merger, the retire- 
ment of the entire issue of its bonds at an expense which woul^ 
offset any advantage to be gained by financially uniting the 
two. In other cases, redemption is required in order to release 
securities pledged under a collateral trust bond or note issue. 
When an impeding bond issue Is not callable a very great ob- 
stacle arises, since the bondholders are in a position to demand 
their own terms. Employment of the holding corporation 
device is an obvious solution to this class of problems. 

Charter and franchise obstacles to consolidation by direct 
ownership of properties arise principally because of changed 
corporation laws. Many charters granting valuable privileges 
and exemptions are in existence today which a present day 
legislature would be unwilling or powerless to reenact. Cor- 
porations possessing these valuable charters are unlikely, there- 
fore, to enter into direct property owning consolidations when 
the effect of such consolidations would be to remove some or 
all of these privileges. In other cases, perpetual franchises 
exist, which would givS place to less desirable franchises if the 
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old corporatfons were to lose their identities. Another obstacle 
* which sometimes arises is the inability of a company, because 
of franchise limitations, to operate in territories held by other 
companies. In such cases, the only avenue of consolidation is 
that by control of corporations. « 

Segregation of Regulated Businesses. — ^While economic 
reasons have combined to bring many types of businesses under 
common financial control, the public attitude toward all types 
has not been the same. Thus public utilities have been sub- 
jected to inquisitorial procedures and a measure of social con- 
trol unknown to competitive business. While industrials have 
been left particularly free from regulation except for some 
non-inquisitorial prohibitions, public utilities have been sub- 
jected to positive regulation in a majority of states. In a large 
number of states, this regulation reaches to a scrutiny and con- 
trol of the quality of service rendered, rates charged, account- 
- ing records kept, issue of securities, and various lesser factors 
lying at the very heart of corporate policy. 

The effect of this difference in social attitude toward. public 
to, cause regulated businesses to be conducted 
by corporations which are separate and distinct from those 
which conduct non-regulated businesses. In some cases, this 
segregation has been required by law in order to make control 
by regulatory commissions more effective. In other cases, seg- 
regation has been resorted to voluntarily as a means of putting 
the details of non-regulated business beyond the scrutiny of 
public commissions. The latter motive has probably been more 
effective in shaping holding company structure than legal re- 
quirements; for whatever may be the social merits of regula- 
tion, business men generally have a profound dislike for gov- 
ernmental interference in the affairs and policies of their 
corporations. Regulation would not necessitate such voluntary 
segregation except for the fact that commissions have been 
given wide inquisitorial powers over non-public utility activ- 
ities of public utility corporations. The very broad nature of 
these powers is aptly illustrated by the following excerpts from 
Chapter 160 of thi Code of Virginia: ^ 
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Sec. 4064. Every company operating any public utility in this state 
shall be deemed a public service corporation within the meaning^f 
the Constitution and the laws of Virginia relating ^o public service 
corporations, and as such shall be subject to contrefl of the State Cor- 
, poration Commission. 

Sec. 4067. The term “public utility” as used in this chapter shall 
mean and embrace every corporation, other than a municipality, and 
every company, individual, or association of individuals, their lessees, 
trustees, or receivers, appointed by any court whatsoever, that now or 
hereafter may own, operate, manage, or control any plant or equip- 
ment within the State for the conveyance of telephone or telegraph 
messages or for the production, transmission, delivery, or furnishing 
of heat, light, water or power either directly or indirectly to or for 
the public. 

Sec. 4070. The State Corporation Commission, with or without 
an investigation, may require any public utility to furnish to it in 
such form, at such times, and in such detail as the commission shall 
require, such accounts, reports and other information of whatsoever 
kind or character as it may deem proper and in such form and detail 
as it may prescribe, in order to show completely the entire operation 
of the public utility in furnishing the unit of its product or service 
to the public. 

The best way of avoiding commission inquisition of this sort 
is to have separate corporations conduct the different types of 
businesses. 

Conformance to Regulatory Jurisdictions. — Conformance 
to regulatory jurisdictions by public utilities has been moti- 
vated in part by a desire to avoid coming under federal juris- 
diction as an interstate business and in part by the desire or 
necessity of meeting specific state problems. 

The dominating interests in the public utility industries have 
been greatly opposed to federal regulation. State commissions 
have likewise been opposed to federal regulation of local public 
utilities, even though such utilities do an interstate business. 
This attitude may be ascribed to many causes. The private 
interests believe that federal regulation would prove less flexi- 
ble and less subservient to their desires. The state commissions 
have a natural prejudice against federal encroachment. But 
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aside from opposition to federal interference, several state com- 
- missions feel tjiat most of the regulation must be intrastate 
regulation and tlj^at such regulation can be amply effective only 
in so far as corporate structures conform to regulatory juris- 
dictions. In accordance with this attitude, a number of states, 
e.g., Illinois, require that all public utilities of specified kinds 
be operated by domestic corporations. In case the statutes so 
require, the operating public utility corporations must conform 
to state lines if neighboring states have like requirements. 
They must do tfiis even though operating and financial factors 
favor the formation of corporations owning properties in more 
than one state. Thus, because of '^statutory requirements in 
respect of telephone companies operating in Indiana,^’ the Indi- 
ana Bell Telephone Company was incorporated in 1920 to ac- 
quire the Central Union and other Bell system property in 
Indiana. 

Limitation of Liability. — Limitation of the liability of 
shareholders has been considered one of the chief advantages 
of the corporate form of business organization. ' The smaller 
— liability of the stockholder, the greater is the ease of rais- 
ing funds? Yet the liability of shareholders in all types of cor- 
porations organized under all jurisdictions is not the same. 
Banking corporations have been notorious for the fact that 
their shareholders were frequently liable, not only to loss of 
their entire investment, but for a forced contribution equal to 
the par value of their shares — ^in Colorado, equal to twice the 
par value of their shares. Besides this exception to the general 
condition of single liability of stockholders, the laws of prac- 
tically every state in the union hold the stockholder liable for 
unpaid installments. 

In order to meet the situation created by statutes which im- 
pose legal liability in excess of the amount actually paid in, 
some persons have organized holding corporations to insulate 
them from further liability. The device is as follows: A 
holding corporation is organized under the laws of a state or 
nation, which limits the liability, attaching to the full-paid 
shares, to the amount already contributed. The holding cor- 
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poration then acquires the stock of the corporation ^hose shares 
carry liability in excess of the amount already contributed and , 
substitutes its own securities in the hands of individuals. The 
effect of this process is to make the holding^corporation the 
® real stockholder of the company whose shares carry addSional 
liability. If, therefore, the holding company has no assets other 
than the stock of the single subsidiary, there will be no realiz- 
able assets available to satisfy such liability. This device ap- 
peared to prevent further liability. However, in some recent 
bank cases the courts have disregarded the corporate entity of 
the holding company and have carried the liability through to 
the stockholders of the holding corporation. 

Retention of Executives after Consolidation. — ^The hold- 
ing corporation device makes it possible for presidents, vice- 
presidents, and other officers of previously independent com- 
panies to retain their titles and positions in a consolidated 
enterprise. The problem of titles and positions for influential 
executives of the constituent companies is always a very diffi- 
cult one for promoters of consolidations. The new organiza- 
tion must work harmoniously to be successful ; and yet, 
ambitions and jealousies of executives are always presentM"**^ 
Therefore, to the extent that the prestige of old positions can 
be left undisturbed, to that extent the problems of consolidated 
efficiency are simplified. The advantages to be gained by per- 
mitting officers and managers of constituents to retain their 
old titles were given by Judge Gary as one reason why the 
United States Steel Corporation was organized as a holding 
corporation, rather than as a direct property owning consoli- 
dation. While this advantage is not a controlling factor in 
keeping separate corporate entities alive, it is a contributing 
factor which must be weighed in any plan of consolidation. 

Able management groups now make much use of employee 
titles as a device for developing a better esprit de corps, but 
the titles are mostly departmental rather than corporate. 

Miscellaneous Uses. — ^The holding company device is also 
used to serve a variety of minor purposes. Among these might 
be mentioned the funcTions of facilitating profit sharing, ex- 
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perimentatidn, manipulation, and concealment of identity. Sub- 
sidiaries to facilitate profit sharing have developed chiefly 
among non-regplated companies. They are exemplified by the 
Managers Secufities Company in the General Motors group. 
Bell Telephone Laboratories, Inc. is one of the foremost ex- 
perimental and research institutions in the country. From the 
standpoint of manipulation, it may be observed that holding 
companies in the public utility field sometimes have lent them- 
selves as vehicles through which excessive amounts of securi- 
ties were unloaded on the public for the profit of the promoting 
interests. Subsidiaries to conceal identity have been used both 
as predatory instruments and as legitimate vehicles for carry- 
ing on system business. As predatory institutions they have 
developed chiefly as fighting subsidiaries of industrial corpo- 
rations. As legitimate business vehicles, they have many uses ; 
an example in point is the sale of repossessed electrical appli- 
ances in cases in which the parent company does not care to 
be known as a merchandiser of second-hand goods. 

The holding company is also used as a temporary method 
of consolidation preparatory to the merger or amalgamation of 
two corporations. If a single corporation purchases control of 

o or more companies, their policies, managements, and other 
affairs can be coordinated prior to the actual fusion of the 
companies. Problems that could not be worked out at arms’ 
length can be handled readily when the companies are con- 
trolled by a common financial interest. This use of the holding 
company is exceedingly wide and important.^ 

\ Basis of Holding Company Control. — ^The ordinary basis 
for controlling a corporation is the voting rights of its capital 
stock. Consequently, if a single stockholder acquires sufficient 
stock in a corporation, it can elect a management which will be 
subservient to its plans for the formulation of corporate poli- 
cies. The holding company builds up a coordinated system of 
companies by controlling sufficient stock in two or more com- 
panies to determine their policies. 

® A number of other uses of the holding company are described in detail in 
articles by the author in the Journal of Land & J^ublic Utility Economics, Feb- 
ruary and May, 1932. 
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Stock Control for Purposes of Consolidation. — ^Control 
for purposes of consolidation is defined as possession of a 
working- majority of the voting shares of a ^poration. A 
concentrated minority of shares may be sufficient to control a 
.corporation under ordinary circumstances; but for the union 
to be sufficiently binding to be considered a consolidation, the 
control must be sufficient to weather a dispute over manage- 
ment policies. In case of a thorough test, only a working ma- 
jority of the voting stock would be sufficiently binding under 
normal circumstances, and this majority must-be held by a 
single entity. However, recent developments in charter pro- 
visions have tended to make this rule less hard and fast than 
formerly. For example, some of the more recent corporate 
charters permit the directors to issue additional stock without 
offering it to the present stockholders. By such provisions, a 
minority interest, if it controls the directorate of a corporation, 
may constitute effective consolidation because it can issue enough 
stock to itself to become a majority interest if its continued 
control be threatened. Thus, the Electric Bond and Share 
Company controls the Electric Power and Light Corporation 
through ownership of a minority of its voting stock, but this^ 
minority interest is bolstered up by provisions permitting the 
directors ^‘to issue any amount of stock to anyone under any 
terms.” ^ However, in lieu of provisions of this character, 
possession of a working majority of the voting stock of a cor- 
poration is necessary to constitute consolidation. 

Method of Consolidation by Stock Control. — ^The method 
of consolidating corporations by stock control is the same, 
whether the agency by which the consolidation is effected be 
an individual, a trust, or a corporation. It is as follows : The 
voting stocks of the companies to be consolidated are brought 
under single ownership. The single owner then proceeds to 
reorganize the managements of the respective subsidiaries. 
The subsequent quotation from the New York Times of April 
13, 1928, pictures the usual sequence of events that occurs : 

® See United States Daily, May 8, 1930, p. 13. Even thotigh charter pro- 
visions are very broad, courts of equity will prevent sales of stock at unreason- 
ably low prices. Cf. 140 A. 264^ (1927). 
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Full consol of the Stock Quotation Telegraph Company passed to 
the Western Union Telegraph Company yesterday following the re- 
cent acquisition of virtually all the capital stock of the company. 
. . . The resignation of the former directors and officers has been 
accepted, and a new board was elected yesterday by the reorganiza- 
tion committee, following which new officers were appointed. 

Usually, the new officers and directors are men who occupy 
like positions in the holding company and/or in other corpora- 
tions under the same control. Often the separate corporate 
organizations t)ecome mere paper entities, otherwise indistin- 
guishable from the supervisory organization. The same offi- 
cers, sitting in the same rooms, by the same acts, direct the 
policies of an entire group of companies. For example, in 
1927, Public Service Corporation of New Jersey controlled, 
directly and/or indirectly, Public Service Electric and Gas 
Company, Newark Consolidated Gas Company, New Bruns- 
wick Light, Heat and Power Company, The Ridgewood Gas 
Company, and South Jersey Gas, Electric, and Traction Com- 
pany. These five subsidiaries were operated as a unit by Public 
Service Electric and Gas Company. They had common officers 

"^^sssa^^nd directors. The offices of all were in Newark, New Jersey. 

^ In short, these corporations were not distinguishable except at 
law. 

J Holding Company as a Control Device . — Stock control of 
two or more corporations may be lodged in the hands of an 
individual, a trust or a corporation ; but because of its decided 
advantages, the holding corporation is the chief instrumen- 
tality for controlling groups of companies. It possesses the 
same advantages over other types of business organizations 
with respect to amassing capital to control corporations that 
the corporation as a business unit possesses with respect to 
amassing capital for conducting any other business. It is sur- 
rounded by few of the legal uncertainties of individual and 
business trust endeavors. The liability of its stockholders is 
clearly limited. It can, therefore, sell securities on favorable 
terms and can mass credit and financial power on a scale which 
is unapproached by any other type of business organization. 
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Extent of Holding Company Control among Public Utili- 
ties — In the past, the comparative advantages of the holding- 
corporation device over other methods of conso.^ating control 
of corporations made it an overshadowing factor in the public 
•utility industries. Thus in 1927, the author found that of 189 
electric light and power companies with gross earnings of 
$1,500,000 per year and upwards (the combined capitalization 
of which represented more than 90% of the industry) 181 were 
holding companies or subsidiaries of holding companies ; four 
were controlled by Massachusetts trusts; one*"was affiliated 
with a Massachusetts trust; and three were apparently^ inde- 
pendent. Even greater concentration of control was found in 
the telephone and telegraph industries. The American Tele- 
phone and Telegraph Company system alone contains more 
than 77% of the telephones in the United States and more 
than 88% of the investment in the telephone industry, while 
Western Union Telegraph Company dominates the telegraph 
industry. There is only one other important group in the tele- 
graph industry. That is the Postal system, controlling about 
one-fourth of the investment. Recent figures are not available 
for the electric railway and manufactured gas industries; but 
figures filed on May 11, 1914, with the Interstate Commerce 
Committee of the United States Senate showed that approx- 
imately 66% of the investment in both industries was con- 
trolled by holding companies at that time. 

Management of Holding Company Systems — Since hold- 
ing company systems are composed of large numbers of indi- 
vidual companies tied together by stock control, the problem 
of securing uniform policies is a real one. In the industrial 
holding company systems the subsidiaries are frequently dry 
legal entities with no securities outstanding in the hands of the 
public. Since nobody can challenge what is done, the holding 
company treats the subsidiaries as separate divisions of the 
main company. However, when the subsidiaries are inde- 
pendently financed, as is the usual case with railroads and local 
public utilities, a different problem arises. Inasmuch as the 
separate operations of the subsidiaries must be recognized, the 
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management must be put on a sound legal footing. In the rail- 
i:oad field this end is accomplished by leasing the properties of 
the subsidiarlijs to a single company to operate as its own. In 
the 4 )ublic utility and industrial fields this end is more com- 
monly accomplished by having each subsidiary contract with a 
central management organization to manage its operations. 
Each of these methods secures uniformity of policy. Since the 
public utilities have developed the most noticeable management 
organizations, it is desirable to examine their organizations in 
detail. 

Public Utility Management — ^The management of public 
utility holding corporation systems may be divided into three 
classes of activity: (1) operating management, (2) financial 
management, and (3) construction management. 

Operating management deals with those functions which 
officers of a corporation perform in carrying on the normal 
day-to-day business activities of the enterprise. These activ- 
ities would include compilation and analysis of operating sta- 
tistics, accounting control, determination of operating policies, 
resolution of legal problems, making financial forecasts, pur- 
chasing, advertising, promoting new business, appliance mer- 
chandising, rate-building, and report and tax statement making. 

Financial management deals with the determination of 
methods of financing, financial structure, and the disposal of 
securities to the public. 

Construction management deals with the planning and con- 
struction of additional plants, extensions, and other facilities. 

Management Organization. — ^The character of the manage- 
ment organization of holding company systems is dictated very 
largely by considerations of size. Certain types of services can 
be performed most economically on a large scale; hence, they 
tend to be conducted for all companies in the system by a cen- 
tral management staff. Other types of service can be conducted 
most economically by the local operating staffs; hence, they 
give rise to no intercorporate relationships. From the stand- 
point of problems presented, operating management, financial 
management, and construction management differ from each 
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other. For this reason it is desirable to present the* problems 
and organization of each type of management separately. 

Operating Management Organization. — ^I'he operating 
management organizations of holding company systems vary 
considerably. However, from an analytical standpoint, the 
organizations managing local properties may be grouped in 
three classes : ( 1 ) a complete operating staff engaged solely by 
the operating subsidiary, (2) a mere routine operating staff 
employed by the subsidiary to carry out policies dfctated by the 
management organization connected with the holding com- 
pany, and (3) a mixture of the two forms mentioned above. 
In the third type of organization, the staff is complete in certain 
departments, but relies upon the management organization 
connected with the holding company for technical direction in 
other matters. The line of demarcation between the mixed 
type and the complete subsidiary organization type is not al- 
ways easily drawn because executives of subsidiaries are 
brought together through advisory committees even in thor- 
oughly decentralized systems. The advisory committees often 
conduct cooperative researches of considerable magnitude. 

The differences in organization are to be explained chiefly 
by the size of operating subsidiaries. The large operating prop- 
erty can economically employ, as a part of its own organiza- 
tion, a high class of technical ability^ It can do this because 
it has work enough of a given type to keep specialists fully 
employed at all times. The smaller companies, having less work 
of a given type, cannot give full time employment to a special- 
ist in each type of work. Hence, group organizations — affili- 
ated with, or operating as a department of, the holding com- 
pany — supply operating specialists to the small subsidiaries. 
The group organization, by serving many small companies, is 
able to give full-time employment to specialists. The group 
organization is a more desirable method than that of employ- 
ing specialists temporarily on a consultation basis because the 
properties require constant oversight and because the actual 
costs to the system as a whole are less. As has already been 
indicated, the group type ^f organization is sometimes abused. 
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Excessive^ fees are charged to subsidiaries for services ren- 
I dered. Materials and supplies are sold to subsidiaries at un- 
I warranted p%es. But waiving occasional abuses, the ability 
^ of the group organization to employ its stalf permanently and 
to supervise small properties continuously is a very great source 
of economy, whether the benefits of the economy be shared 
with the public or appropriated by the controlling interests. 
A brief survey of the economies of large scale management 
and construction will make this fact apparent. 

‘"Economies of Large-Scale Management and Construction. 
— -The economies of large-scale management arise principally 
from three sources : ( 1 ) ability to employ a class of managerial^ 
talent which is not within the reach of the individual operating 
companies, (2) /ability to employ managerial talent at a better 
load factor than can individual operating companies, an(i>(3) ^ 
ability to develop comparative measures of efficiency for a 
large group of companies, thereby benefiting from the best 
practice as developed by a large number of companies. - » 

The ability of the group management organization to em- 
ploy a class of managerial talent that cannot be economically 
employed by the individual operating companies arises from 
the fact that the number of employees required to operate a 
considerable group of companies is sufficiently large to permit 
specialization in particular services. 

Integration of the managerial and construction requirements 
of many operating companies also permits group management 
and construction organizations to employ managerial talent at 
a better load factor than can small operating companies. The 
diversity of demands of individual operating companies for 
particular managerial services results in causing the times of 
small demands by some companies to coincide with the times of 
large demands by other companies so that a more even flow 
of work for the managerial staffs follows. This matter of load 
factor is of special importance to construction organizations, 
since very large savings are effected by having the same crews 
employed on job after job, with as much standardization as is 
possible. 
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Other economies which arise from group management are 
those which are obtained through the development of compar- 
ative measures of efficiency. Operating a comf^fny efficiently! 
is largely a matter of knowing the exact facts concerning it 
and of knowing in what directions improvements may be made.i 
A management organization having access to all the accounts 
and records of a large group of operating companies is in an 
excellent position to derive standards of efficiency. The large 
management organizations usually install uniform systems of 
accounting in all affiliated companies. These uniform systems 
of accounting facilitate comparisons of the operating effective- 
ness of individual managements and properties. Standards are 
usually expressed in the form of ratios which come monthly 
to the attention of special executives assigned to follow the 
condition of groups of companies. These executives are spe- 
" dally trained to interpret these ratios, and their function is to 
investigate divergences from the ordinary, and to force rem- 
edies of poor conditions, and to bring special sources of econ- 
omy, developed by particular managements, to the attention 
of all the companies. 

Financial Management Organization. — Practically no oper- 
ating public utility companies fully manage their own finances 
in the sense of determining methods of raising capital and of 
disposing of securities to the public. These activities are prac- 
tically universally conducted by separate financial service organ- 
izations. Explanation of this phenomenon may be found in the 
fact that a single company or system brings out securities only 
intermittently; whereas an investment banking prganiz,atipn 
must have a large continuous flow of security issues in order 
to be able to retain the technical sales staffs which are neces- 
sary for searching out and utilizing the cheapest sources of 
capital. Hence, separate financial service organizations have 
developed. The organizations provide an even flow of security 
issues by acting with other investment banking organizations 
in the formation of underwriting syndicates. They not only 
handle public utility securities, but also deal in other classes of 
securities. These activities make financial service a business by 
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itself. Hence most financial service organizations are separately 
incorporated and do not appear as departments of system hold- 
ing corporations. 

donstruction Management Organization. — A part of the? 
construction management functions is usually performed by 
the staffs of operating companies, and a part is ordinarily per- 
formed by the group service organization. So far as system 
planning, as distinguished from construction, is concerned, the 
considerations' are the same as those that determine the nature 
of the operating management staff : namely, the ability to com- 
mand first class technicians on a full time basis. However, in 
respect to actual construction, the very nature of requirements 
tends to make this mixed type of organization common. 

The construction requirements of public utility companies 
may be divided into two classes; (1) construction of distribu- 
tion facilities and (2) construction of large central plants and 
transmission facilities. Distributing and connecting facilities 
— electric lines, gas mains, telephone lines, etc. — have a com- 
paratively steady, orderly growth which can be economically 
taken care of by a regular staff of the operating companies. 
On the other hand, power plants, gas plants, telephone ex- 
changes, high tension transmission lines, etc., have an inter- 
mittent growth which can be handled most economically by a 
construction organization which provides facilities for enough 
companies to insure a large continuous demand for its services. 
Further, for best results, designing and construction should be 
performed by a single organization. The designing of central 
plant and transmission facilities requires a very high class of 
technical skill which can be effectively supplied only by large 
organizations which have a good load factor. Therefore, con- 
struction of plant and transmission facilities is usually done 
by an organization which serves a large group of companies. 
Further, the group organization frequently betters the load 
factor on its technicians by undertaking projects for non- 
related financial interests. When its services are thus raised 
to the level of an independent busmess, the organization is 
usually separately incorporated. 
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Industrial Management Organizations. — Industrial man- 
agement organizations have been common for many years but ^ 
have been less prominent than public utility njanagement or- 
ganizations. However, in 1938, United States Steel Corpora- 
®tion brought industrial management organizations into the 
spotlight by setting up a separate management corporation to 
manage its subsidiary corporations. Chairman of the Board, 
Myron C. Taylor, summarized the objectives of the change as 
follows:^ \ 

To accomplish a closer operating relal|pnship between the several 
subsidiary companies it has now been concluded to concentrate the 
supervision of a considerable number of the existing subsidiaries, 
excluding public service subsidiaries and railroads, within a manage- 
ment corporation to be known as the United States Steel Corporation 
of Delaware, the entire capital stock of which is owned by the parent 
company, the United States Steel Corporation of New Jersey. The 
companies thus involved contemplate a contractual relationship with 
the United States Steel Corporation of Delaware, under which they 
will arrange for its services in a supervisory capacity. . . . 

The principal subsidiary companies, the supervision of which is to 
be concentrated in the new Delaware corporation, are : American 
Bridge Company, American Steel and Wire Company, Carnegie- 
Illinois Steel Corporation, Columbia Steel Company, H. C. Frick 
Coke Company, Michigan Limestone and Chemical Company, National 
Tube Company, Oil Well Supply Company, Oliver Iron Mining Com- 
pany, Pittsburgh Limestone Company, Pittsburgh Steamship Com- 
pany, Scully Steel Products Company, Tennessee Coal, Iron and Rail- 
road Company, United States Steel Products Company, Union Supply 
Company. 

Special Terminology. — Special terms bearing upon hold- 
ing company structure and operation are very numerous. A 
classified list of the more important terms would include the 
following: by asset structure and nature of business — pure, 
mixed, trading, and non-trading holding companies ; by inter- 
corporate structure— primary, top, system, intermediary, inter- 
mediate, sub-, subsidiary, and subordinate holding companies ; 
by nature of control exercised — control companies and invest- 


^New York Times, December 9, 1937, p. 39. 
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ment trusts; by origin of subsidiaries — ^parent companies 
and consolidated holding companies ; by nature of service 
functions per>|ormed — ^management, financeering, financing, 
finance, and investment companies; by industry in which major 
interest is held — railroad, public utility, industrial, oil, manu-<^ 
facturing, transportation, etc., holding companies. 

“Pure holding companies’’ are those whose only business is 
that of holding the securities of other corporations. Hence, 
no operating properties are found among their assets. “Mixed 
holding corpoi^tions” ® are those which conduct other business 
as well as that of holding securities. Their assets include both 
operating properties and securities of other companies. “Non- 
trading holding companies” and “trading holding companies” 
are terms used in England to designate “pure” and “mixed” 
holding companies respectively. 

“Primary holding company,” “top holding company,” and 
“system holding company” are terms used to designate that 
holding company which constitutes the single head of a system 
of subsidiary companies. Sometimes the terms “primary con- 
trol company,” etc., are used in the same significance. “Inter- 
mediary holding company,” “intermediate holding company,” 
“sub-holding company,” “subsidiary holding company,” and 
“subordinate holding company” are terms used to designate 
those holding companies which are in turn controlled by 
other holding companies. The terms “intermediary control 
company,” etc., are used in the same significance. 

“Control companies” are holding companies which control 
the policies of other companies through ownership of the vot- 
ing stocks of the latter. “Investment trust” is a loose expres-^ 
sion which is used to designate several types of securities) 
owning organizations. However, the majority of investment* 
trusts are organized as securities holding companies. The 

® The earliest holding corporations which have come to the attention of the 
author were mixed holding corporations. Examples are: the Baltimore and 
Ohio Railroad Co., which was authorized to hold stock of the Washington 
Branch Road either in 1832 or in 1833 ; the Pennsylvania Railroad Co., which 
was authorized to hold the securities of other companies in 1853 ; the Chicago 
and Northwestern Railway Co., which became a holding corporation in 1864; 
and the Western Union Telegraph Co., which was a holding company as early 
as 1864. (See the article entitled “The Holding** Corporation’^ by M. H. Robin- 
son, in the Y&le Review, February and May, 1910.) 
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holding companies which are designated as invesfment trusts 
differ from control companies in that they do not seek control 
of the companies in which they make investrr^nts. In theory,- 
such companies diversify the risks of management as well as 
« the risks of changing economic conditionsVHowever, Vhen 
a single financial interest organizes several investment trusts, 
it is possible to concentrate financial control under one man- 
agement even though no single corporatioil owns such control. 
In fact, this has been the result in some cases. Under these 
circumstances the investment trust i^a convei^nt device for 
befogging the ownership of control.^ 

‘Consolidated holding companies’’ are holding companies 
which have been formed to unify the control of existing cor- 
porations. “Parent companies” are holding corporations which 
have caused subsidiaries to be organized. 

“Management holding companies” actively administer the 
affairs of their subsidiaries. Administrative supervision is 
usually made effective by placing holding company officer^ in 
key positions in the subsidiary companies. “Finance com- 
panies,” “financing companies,” and “financeering companies” 
are holding companies engaged primarily in aiding subsidiary 
companies in financing extensions, acquisitions, etc. “Invest- 
ment companies” are holding companies which serve primarily 
as agencies for profitable investment. They usually limit their 
administrative supervision and financing activities to a much 
greater extent than do the other types of holding companies. 
The term “investment company” is also used, particularly in 
England, to designate those securities holding corporations 
which are loosely nominated “investment trusts.” 

A “railroad holding company” Is a holding company en- 
gaged chiefly in controlling operating railroad companies. 
Likewise, the terms “public utility holding company,” “oil 
holding company,” etc., indicate that the majority of the com- 
panies in the system are public utility companies, or oil com- 
panies, etc., as the case may be. When holding companies 
control operating companies in several Industries, it is custom- 
ary to designate them according to the industry from which 
they receive the major portion of their income. However, this 
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method is dot followed exclusively. Thus Cities Service Com- 
pany is sometimes designated as an ^^oil holding company’' and 
'sometimes as a ^'public utility holding company.” 

There are several terms which designate the underlying 
companies in holding company systems. The most common of « 
these terms are: controlled company, subsidiary, and proprie- 
tary company. Those companies which are controlled by hold- 
ing companies are known as '‘controlled companies” or "sub- 
sidiaries.” In case the holding company owns all of the stock 
of the controlted company, the subsidiary is known as a "pro- 
prietary company.” 
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CHAPTER 5 

t 

STOCK 

Nature of Stock.— The s t ock of a corporation is the aggre- 
gate ownership interest in the corporation. This aggregate 
interest is divided into shares which are owned hf shareholders. 
The shares are evidenced by certificates." ' Consequently, when 
people talk loosely about delivering stock and putting stock 
away, they are really speaking about the certificates that evi- 
dence their interest in the corporation. Their shares merely 
represent a bundle of rights against the corporaiTohr If the 
cbrporatiori were dissolved, each shtffeholder would receive a 
part of the assets remaining after creditors were paid. This 
part would be equal to the fraction that his shares bore to the 
total number of shares outstanding unless his shares were 
special shares containing restrictions. In case the business 
prospered and paid dividends, the shareholder would receive 
dividends equal to the fraction that his shares bore to the total 
shares. In other words, all shares of stock stand on an equal 
footing and share pro rata in any distributions, whatever their 
nature. However, the stock interest may be divided into two 
or more parts, and shares in the different parts be sold on dif- 
ferent terms. Those shares which still retain the residual 
position mentioned above are called common shares; those 
which are given special features are called preferred shares. 
The aggregate ownership interest represented by the preferred 
shares is called preferred stock. The aggregate interest behind 
the common shares is called common stock. The term capital 
i stock is commonly used to designate the stock when it is all of 
*6ne class, there being no other outstanding. 

Statutory Provisions. — Corporation laws specifically cover 
the power of a corporation to classify its stock. The following 
excerpt indicates the liberality of the Delaware Law: 
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Sec. 13. Every corporation shall have power to issue one or more 
classes of stock or one or more series of stock within any class 
'thereof, any or all of which classes may be of stock with par value 
or stock without par value, with such voting powers and in such 
series* and with such designations, preferences and relative, partici-t 
pating, optional or other special rights, and qualifications, limitations 
or restrictions thereof, as shall be stated and expressed in the Certifi- 
cate of Incorporation or of any amendment thereto, or in the res- 
olution or resolutions providing for the issue of such stock and 
adopted by the^Board of Directors pursuant to authority expressly 
vested in it by the provisions of the Certificate of Incorporation or of 
any amendment thereto. 

Certificate of Stock.— The usual certificate of stock is 
about eight by^ eleven inches. At the top, in corners, it gives 
the number of the certificate and the number of shares. The 
body of the certificate varies somewhat from company to com- 
pany, but the general substance is about the same from one 
certificate to another. The certificate of the Youngstown Sheet 
and Tube Company may be taken as a sample. This certificate, 


This certifies that is the owner of full- 

paid and non-assessable common shares, without par value of The Youngs- 
town Sheet and Tube Company transferable on the books of the Corpora- 
tion in person or by duly authorized attorney upon surrender of this 
Certificate properly endorsed. A statement of the terms and provi- 
sions of each class of shares of the corporation is printed on the back 
hereof and reference thereto is hereby made. This Certificate and the 
shares represented hereby are issued and shall be held subject to all of 
the provisions of the Articles of Incorporation of the Corporation as 
amended, (filed in the office of the Secretary of State of Ohio), a copy 
of which is on file with the Transfer Agent. This Certificate is not valid 
unless countersigned by the Transfer Agent and registered by the Registrar. 

Witness the seal of the Corporation and the signatures of Its duly 
authorized officers. 

Secretary. Dated Vice President. 


Figure 1. Text of Stock Certificate of thf Youngstown Sheet and 
Tube Company 
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after stating that the company is incorporated tindfer the laws 
of the State of Ohio, gives the name of the company in large 
type and states that the certificate is transferable in the City of 
New York or in Youngstown, Ohio. Then follows the general 
• substance of the certificate, as shown in Figure 1. 

At one end of the certificate is : ^‘Registered : The New York 
Trust Company, Registrar, By , Assistant Secretary.’^ 

At the other end is: “Countersigned: Bankers Trust Company, 
Transfer Agent, By , Assistant Secretary.'' On the 

back of the certificate are the excerpts from the articles of in- 
corporation referred to on the face and a blank power of at- 
torney for transferring the shares to another holder. 

Stated Value. — Corporation laws require that the capital 
stock of a corporation be assigned some stated value on the 
books of the corporation. Thus, the Delaware statute provides : 

Sec. 14. As to corporations incorporated on or after April 1, 1929, 
shares of capital stock without par value, whether common or ‘pre- 
ferred or special, may be issued by the corporation from time to time 
by the Board of Directors thereof, unless in the Certificate of Incor- 
poration the power to fix such consideration shall have ‘been reserved 
to the stockholders. . . . 

Any corporation may by resolution of its Board of Directors 
determine that only a part of the consideration which shall be re- 
ceived by the corporation for any shares of its capital stock which it 
shall issue* from time to time shall be capital. . . . 

If the Board of Directors shall not have determined (a) at the 
time of issue of any shares of the capital stock of the corporation 
issued for cash or (b) within sixty days after the issue of any shares 
of the capital stock of the corporation issued for property other than 
cash what part of the consideration for such shares shall be capital, 
the capital of the corporation in respect of such shares shall be an 
amount equal to the aggregate par value of such shares having a par 
value, plus the amount of the consideration for such shares without 
par value. 

The stated value represents, as is explained later, the fund that 
the stockholders have committed to the enterprise permanently, 
the fund that is to absorb losses before creditors suffer, the 
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benchmark which the presence or absence of a surplus for 
dividends is determined. This stated value is subject to adjust- 
ment by action of the stockholders, but at any given time it 
constitutes a number of routine guide posts. 

Par Value. — ^The par value of a share of stock is the 
amount specified on the face of the certificate. Thus in years 
gone by, promoters commonly gave| shares a par value of 
$100. In recent years lower par values have been frequent| 
In addition tQ par value shares there are many no-par value 
shares on the market, '^he par value of a share gives a bench 
mark against which the payments to the corporation for the 
share is measure Ay|U nder m ost statutes if shares of stock are 1 
sold at less than tneir par value Stockholders can be held liable \ 
for the balance in a suit for the benefit of creditors. ^ On Jhe j 
o8ier hand, if no par vaiue is stated, shares can7^e .sold for d 
what they will bring, that is, at different prices at differenL 
times, without the stockholders bHiigliable for any.addff^^^ 
amounTr“ H the no- par value stock is Jhe oldest^ hay- 

ing existed at least since the fifteen hundreds. Par value, stppk 
Js^f comparatiy^^^^ having dey eloped during the 

lasTbhe hundred year ^Sluch h been written ahout the rela- 
Bve'ment^ of par value "and no-par value stock. The detailed 
arguments need not detain us. A good lawyer can do every- 
thing \yith one type that he can do with another. He can pos- 
sibly do more injury with a no-par value share than with a 
par value share. This follows because he can have the corpora- 
tion sell new stock at a price fixed by the directors. This price 
may be too low and thus dilute the old stockholders' equity in 
the company by spreading the equity over the larger number 
of shares when a part of the shares have not been purchased 
on a comparable basis. It is true that the stockholder can en join 
unfair sales, but this involves legal expense and difficulties of 
proof which deter effective action. This practice is possible 
when the stockholder does not have the right to subscribe pro 
rata for all new shares. However, generally the difference 
between par value and no-par value stock is negligible. The 
par value has no significance except fof measuring the amount 
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capitalized. Dividend and liquidation distributions in both 
cases are paid in proportion to the number of shareC^Much| 
has been made of the fact that lissets might be put on the books ’ 
at fictitious amounts in order to equal the par value of the 
.stock issued for them.“^This is said to make for unreliafiility 
in balance sheets. However, most writers overlook the fact 
that there is just as much incentive to pad the assets so that no 
par stock will appear to have large asset backing as there is / 
to pad them so that par value stock will appear to have large ^ 
asset backir^lA.nother argument has been thati:he purchaser! 
of a share is misled by the par value into thinking that thei 
stock is worth par. The answer is that most purchasers do 1 
not see the shares until after purchase, nor are purchasers | 
particularly alfected by the differences. If they are so poorly 
informed that they are misled by the type of thing here dis- 
cussed, they are too poorly informed to deal in either type of 
stock and will lose their money anywayf^jThe chief advantages 
and disadvantages now lie in the taxability of the two types of 

stock, and these advantages and^isadvantag^^^^^ shift with' the 

changing tax laws. For a lang4imemQ pa r shares had the more 
fayqrable position,; recently par value shafesTiave had the ad- 
TOntage as a"\Vhble.'' HdWevef, the advantage depends partly 
on the par value stated. This may be stated at any figure, 
since it is of no particular significance except to indicate the 
amount of stated capital stock. T hus ni ^any:,xompanies^iign 
a nominal par value of $1 to each shar e of stock. The stated 
value'oljl^^ sliajqgj^y Til^wise be nominal. At least five 
corporations have been organized in Colorado without any 
value being assigned to the no-par stock; all the consideration 
was designated as surplus. At the present writing, Consolidated 
Steel Corporation, Limited, carries 241,617 shares of no-par 
stock on its balance sheet at an aggregate value of $1. Enough 
has been said to show that the par value or stated value of 
shares of stock is of limited significance to the holder and that 
the real problem is the number of shares outstanding and the 
percentage of those shares held by the individual. Little can 
be gained by pursuing the subject further. The aggregate 
stated value of stock is, •of course, important to creditors. 
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Liability of Shareholders. — Mention has already been made 
of the fact that corporation laws generally limit the liability 
* of shareholders. The extent of this limitation requires further 
discussion. When the stockholder purchases shares of stock 
in a "corporation, he agrees to pay a price for them. If he does- 
not pay the full price agreed upon, the unpaid balance consti- 
tutes a debt owed the corporation, which it can collect. It 
makes no difference whether the shares have a par value or 
have no par value. If the corporation fails, the receiver or 
liquidating agent can cellect the unpaid balance and apply it 
fto the paying of creditors of the company. In the case of par 
value stock, statutes usually specify that it cannot be sold at 
less than par value. If less than the par value is paid in, the 
corporation has a claim against the stockholder for the balance 
in spite of any agreements to the contrary. The officers of the 
corporation cannot set the statute aside. However, if the stock 
has been marked full-paid and non-assessable and is later trans- 
ferred to an innocent purchaser without notice, the corporation 
cannot collect the balance from the innocent purchaser. This 
liability for the full payment for the stock is known as single 
liability. In the case of banks, it is not uncommon for the 
statute to specify that the shareholder shall be liable, in case 
the bank fails, for an additional amount equivalent to the par 
values of his shares. This is known as double liability. In 
Colorado, state bank shareholders are liable for an additional 
amount equal to twice the par value of Their shares. This is 
triple liability. Prior to 1929, but not now, California made 
shareholders liable for that portion of the debts of a corpora- 
tion that their shares bore to the total amount of shares out- 
standing. In other words the liability was unlimited in total 
amount, but was limited relatively in that the shareholder could 
not be held for more than his proportion of the unpaid debts 
of the corporation. This is proportional liability. In the case 
of most corporations, liability of shareholders is single. In 
some states, however, single liability is modified by a provision 
that The shareholders' shall be personally liable for unpaid 
wages; other\frise the liability is limited to the full payment of 
the shares. ^ 
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Payment for Stock — -Stock may be paid for in cash or in 
’^property or services? Cash payment is the least subject to 
manipulation. In case stock is issued in payment for property 
or services, the question of valuation arises. The directory fix 
the value of the property. If the property or services are over- 
valued, the party to whom the shares are issued receives a 
larger proportionate interest in the company than he should 
receive, and the interest of the other shareholders is partially 
transferred to him because all shares stand on the same foot- 
ing. Since the assets acquired are placed on the books at the 
value set by the directors, the statement of assets is likewise; 
inflated. "When stock is issued in excess of the actual value ^ 
of the assets, it is said to be watered, that is, issued against | 
water or fictitious values. Watered stock and overcapitaliza- j 
tion are not synonymous terms. Watered stock indicates that | 
a quid pro quo was not received by the corporation when the 
stock was issued. Overcapitalization indicates Jh^ 
ration is not earning a sutticIeHt amount to make its securities 
"sjSTaT'par v and yet not result in 

o^ma^laHz^tibn because thFeaming power of the corporatic^ 
causes the shares to"' se^a^^ On the other hand, 

the corporation may^eceivST^Tull’"^^^ for its shares and 

yet be overcapitalized because it is unable to develop sufficient 
earning power to make the shares worth par value. 

The shareholder can prevent the issuing of shares against 
fictitious values of services and property, but to do so he must 
be able to prove actual abuse. If the difference in values 
amounts only to an honest difference of opinion, the directors 
will be upheld. They are entitled to exercise their own judg- 
ment. If no par value shares are sold well below prevailing 
quotations, the shareholder can likewise enjoin the sale. In 
this case, however, he must show that the price is well below 
what the price would have fallen to if the same amount of 
shares had been thrown on the open market. Such proof is 
very difficult to make because an increase' in th^ floating siyply 
of stock will ordinarily weaken market prices considerably. 

Preferred Stock. — Preferred stock is created by dividing 
the stock of a corporation into classes. Special privileges or 
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preferences are given to one or more of the classes created. 
For example, stock may be preferred as to dividends and as to 
fassets. The preferred stock is just a section of the aggregate 
'owijership interest. It receives its preferences by virtue of a 
special contractual position. As a general proposition, there- 
fore, preferred stock will have all of the characteristics of 
common stock unless the certificate specifies the contrary. It 
will vote ; it will not be preferred as to assets ; and, after com- 
mon has had a like dividend, it will participate equally with , 
common in further dividends unless the contrary is specified! 
In a* few jurisdictions preferred stock has been held to be 
cumulative (i.e., deficiencies in dividends at the stipulated rate 
accumulate and must be pajd before the junior shares receive 
any dividends) when the certificate was silent on this point; in 
others, non-cumulative (i.e., deficiencies in dividends do not 
carry over to a succeeding period). The cases Holding pre- 
ferred stock cumulative in absence of stipulation to that effect 
are now old, and it is doubtful if the question will again arise. 
Careful lawyers see that the certificate covers all rights of the 
preferred stockholders in detail; so litigation is not likely to 
arise on these points.*^ Usually, preferred stock is preferred as 
to dividends, preferred as to assets, does not vote, does not 
participate in dividends beyond the stated rate, and, if sold to 
|the public, is cumulative. If issued in reorganizations, it is 
likely to be non-cumulative!'^Preferred stock was developed in 
railroad finance, and in the early years was chiefly a reorgani- 
zation security. Hence, most of the preferred stock in the 
railroad industry is nOn-cumulative. 

Preferred as to Dividends — Preferred as to dividends 
means that the preferred stock shall receive its entire dividend 
before the common or junior preferred stock (if there are 
several layers of preferred stock) shall receive any dividends. 
This preference is usually coupled with a provision making the 
dividend cumulative. Cumulative means that i f the dividend 
is not paid in any period, the unpaid amount accumulates from 
year to year and must be paid lyTtilJ, before any dividend can 
ever be paid on the junior stock,^if the stock is non-cumulative, 
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the dividend may be passed one year and then never be paid: 
The next year dividends may be paid on all classes of, stock 
without making good the failure to pay preferred dividends in 
the prior years. The non-cumulative stock is weak because^ the 
management may pass th^ dividend and build up the equity in 
the corporation and develop earning power to a point at which 
dividends can be paid on all classes of stock — this largely at 
the expense of the non-cumulative preferred stockholder. Only ? 
in case the withholding of dividends reaches the level of a fraud 
can the stockholders get redress. Non-cumulative stock is not| 
ordin’krily sold in first instance. It would have little investment 
appeal. Rather it is forced upon junior creditors or preferred 
stockholders when a failed company is reorganized. Since the 
junior creditors are in position to be wiped out, they take the : 
best type of security they can bargain for out of the wreckage. 
In some cases the dividends are not cumulative but are to be 
paid if earnings are at a certain level. In such cases it is neces- 
sary to specify in the preferred stock contract how the earnings 
are to be determined because differences in the accounting 
treatment of expenses may show large earnings or small earn- 
ings. Thus properties may be over-maintained, or excessive 
amounts of depreciation may be charged out as expenses so 
that no earnings will be shown available for the payment of 
preferred dividends. In passing, it may be noted that in many! 
cases large accumulations of preferred dividends are not paid 
rather the corporation is recapitalized and the preferred stock- 
holders traded out of their old shares (with the accumulations 
attached to them) into a new security. However, the cumu- 
lative feature gives the preferred stockholder a good bargain- 
ing weapon during the recapitalization negotiations. 

Preferred as to Assets — Unless the certificate so specifies, 
preferred stock is not preferred as to assets. Preferred as to 
assets means thafTii case of dissolution of the company the 
shareholder shall receive the amount specified in his shares 
before the common stockholder receives anything. Usually he 
is to receive par or stated value if the dissolution is involun-^ 
tary ; a larger amount if it is voluntary. The certificate usually i 
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provides that the preference as to assets shall include unpaid 
dividends as well as stated liquidation values. However, by a 
curious line of decisions in the New York courts this prefer- 
ence has been held to include the unpaid dividends only if there 
is a surplus available for the payment of dividends. Thus if 
the corporation had run at a loss, the preference would apply 
to the stated value but would not include unpaid dividends. 
The Republic Steel Corporation excerpt, set out below, illus- 
trates a common type of provision: 

r 

The amount which the holders of the 6% Cumulative Convertible 
Prior Preference Stock, Series A, shall be entitled to receive upon 
any voluntary liquidation, dissolution or winding-up of the Corpora- 
tion or voluntary sale of all or substantially all of the assets of the 
Corporation, is hereby stated to be 110% of the par value thereof, 
plus dividends accrued thereon and/or in arrears, and no more. The 
amount which the holders of the 6% Cumulative Convertible Prior 
Preference Stock, Series A, shall be entitled to receive upon any in- 
voluntary liquidation, dissolution or winding-up of the Corporation 
or involuntary sale of all or substantially all of the assets of the Cor- 
poration, is hereby stated to be 100% of the par value thereof, plus 
dividends accrued thereon and/or in arrears, and no more. 

This preference is of chief value in the case of voluntary 
dissolution. If the business fails, it has usually borrowed to 
such a point that the creditors will exhaust the assets before 
the preferred stockholders get anything. Much of the value 
of assets is founded in the going enterprise. If they are 
liquidated, they bring little. Hence, the preferred stock must 
usually look to the success of the enterprise for its safety since 
it is issued in amounts far in excess of liquidation values of the 
properties of the corporation. However, the fact that the pre- 
ferred stockholders usually lose in case of failure should not 
deter the insertion of this preference as to assets. It is always 
well to have all possible protections in event that they may 
prove useful in an exceptional case. A protection of great im- 
portance in connection with this preference is a clause which ■ 
restricts the corporation's right to mortgage its properties or | 
borrow in excess of specified amounts except with the approval ^ 
of the preferred stockholders. Such a restriction on the 
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creation of debts ahead of the preferred stock is found in many 
corporations. For example, the Freeport Sulphur Company 
preferred stock contract provides that: 

The affirmative consent (given in writing or at a meeting duly 
called for that purpose) of the holders of at least three-fourths of the 
aggregate number of shares of Preferred* Stock then outstanding 
shall Fe necessary to effect or validate . . . the creation of any mort- 
gage, lien or charge of any kind upon any part of the real or personal 
property, assets, effects, undertakings or goodwill of the corporation 
or of any subsidiary; provided, however, that this rd'striction shall 
not apply to nor shall it operate to prevent: (1) the giving of pur- 
chase money mortgages or other purchase money liens on property 
which may be hereafter acquired by the corporation or any subsidiary, 
or the assumption of indebtedness secured by mortgages or other 
liens then existing on such after-acquired property; or the extension, 
renewal or refunding of such mortgages; or (2) the pledging by the 
corporation or by any subsidiary, as security for loans in the regular 
current conduct of business, and maturing within twelve months, of 
notes, accounts receivable, merchandise, mined or manufactured prod- 
ucts, securities or other liquid assets other than the obligations or 
shares of stock of subsidiaries. 

... # ^ . .1 

Participating Features.— participating preferred stock j 

gives the stock the right to revive dividends along with com- 
mon stock after common has received an amount equal to that ^ 
paid on the preferred. Such a provision permits the preferred 
stockholder to retain his preferred position and still share in 
the prosperity and growth of the corporation. The participat- 
ing feature can be drawn in a variety of ways. That stated 
above is the usual form of participation, the kind the court will 
find to be meant if the certificate merely states that the stock 
is participating. However, the certificate could have been 
drawn, so that the preferred would have shared in the ratio of 
1% on preferred to 2% on common or in a variety of other 
ways. The ratio or method of sharing can be anything that 
human ingenuity can devise. The following sample is in- 
structive: 

After class A preferential dividends up to four dollars ($4) per 
share per annum shall have been paid on the class A stock in any 
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fiscal yearf or declared and set apart for payment in such fiscal year, 
the holders of the class A stock shall be entitled to participate equally 
with the holders of the common stock in all further dividends paid in 
such year (so that each share of class A stock shall receive, in addi- 
tion to the class A preferential dividend, the same amount as shaU 
be paid in dividends on each share of common stock) until the total 
dividends paid in any fiscal year on the class A stock, or declared and 
set apart for payment in such fiscal year, inclusive of the* class A 
preferential dividend, shall equal six dollars ($6) per share, and 
thereafter such stock shall have no right to participate in any further 
dividends paid in such year. 

Convertible Features — ^The preferred may be made con- 
vertible into common stock or into another class of preferred 
stock, or, rarely, into bonds'.^ This means that the stockholder 
can turn his preferred share over to the company and the 
company will issue him the securities called for by the certifi- 
cate. Thus the preferred share may specify that it can be 
converted into two shares of common stock at any time before 
January 1, 1970. In this case the individual could* present his 
preferred share to the company and demand two common 
shares. Of course, the individual would not do so unless the 
common had become so valuable that two shares of common 
were worth more than one share of preferred. The Republic 
Steel Corporation articles may also be used to illustrate this 
type of prqvision. These read as set out below ; 

The 6% Cumulative Convertible Prior Preference Stock, Series A, 
is convertible at the option of the respective holders thereof at any 
time, at the office of any Transfer Agent for the 6 % Cumulative 
Convertible Prior Preference Stock, Series A, and at such other 
places (if any) as the Board of Directors may from time to time 
determine, into full-paid and non-assessable shares of Common Stock 
of the Corporation at the rate of two shares of Common Stock for 
each $100 par value of 6 % Cumulative Convertible Prior Preference 
Stock, Series A, provided that in case of the redemption of -any shares 
of 6% Cumulative Convertible Prior Preference Stock, Series A, such 
right of conversion shall »cease and terminate, as to the shares desig- 
nated for redemption, unless default shall be made in the payment of 
the redemption price, * 
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Miscellaneous Provisions of Preferred Stock. — Preferred 
stock as sold to the public is essentially a borrowing instrument.;! 
The corporation, acting in the interests of the common stock- 
holders, raises additional funds. Preferred stock is selected 
as a borrowing instrument because it is less likely to get the 
company into trouble during depression periods. Since legally 
it is aiT ownership interest, the stock does not mature to em- 
barrass the management with the necessity of paying off a debt. 
Sinc€i the dividends can be passed, the enterprise can curtail 
payments during periods of poor business. Neither of these 
things is possible in case bonds are issued, r Failure to pay 
either principal or interest of bonds will plunge the company 
into receivership or bankruptcy. Since the preferred stock is 
issued largely as a substitute for bonds, the corporation tends 
to st^ it of as many of the stockholder rights as it can. It 
may"Se‘ made callable, that is, the corporation can pay it off 
according to the terms inserted in the contract whenever the 
corporation choQses. It may be stripped of its voting privileges 
or given limited voting power. Limited voting power is fre- 
quently given so that preferred stockholders may act if a speci- 
fied number of dividends remain unpaid or if a mortgage is to 
be placed on the properties of the company. If the preferred 
is to be given voting power in case dividends are passed, the 
provision should be so drawm that it will be effective. Thus a 
provision giving the right to vote if four successive divi- 
dends are- passed is defective in that the directors may defeat 
the voting privilege by paying every fourth dividend or by 
declaring a small dividend each time. Of doubtful value also 
is a mere voting right in cases in which the preferred stock 
votes would constitute only a small minority. For example, the 
following provision in the Youngstown Sheet and Tube Com- 
pany preferred stock contract is of little value because the 
2 , 560,000 common shares would still outvote the 150,000 
preferred shares. 

In event that four consecutive quarterly dividends on preferred 
shares are in arrears and unpaid at the date of any meeting of share- 
holders, every holder of record of preferred shares shall be entitled 
at such meeting to one vote for each share standing in his name on 
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the books &f the corporation at the date fixed for the determination 
of shareholders entitled to vote at such meeting, or, if no date has 
been fixed, then at the date of such meeting. 

Redeemable Stock.--^Redeemable stock is a class of stock 
that can be paid off at a price specified in the charter and in 
the certificate of stock. The term callable is also applied to 
stock with this characteristic. Stock is made callable at the 
option of the corporation so that the corporation can readjust 
its stock strjicture as circumstances dictate. Sometimes such 
readjustment is sought because restrictions in the stock con- 
tract hamper the sale of additional amounts of "preferred stock. 
Hence, growth requirements and recapitalizations are inter- 
fered with. In other cases readjustment is sought because new 
issues of preferred stock can be sold on a lower dividend rate 
basis than that applying to the old issues. In a few cases classes 
of stock have been called in order to shift voting power from 
one group to another. However, in the last mentioned cases, 
the call feature was originally inserted for other reasons. 

Call prices are found chiefly in preferred stock issues. Since 
preferred stock is created in many instances, in lieu of bonded 
debt, the corporation looks at it more in the light of a creditor 
interest than in that of an ownership interest. Consequently, 
the corporation frequently inserts in the preferred stock, pro- 
visions comparable to those in bonds. As in the case of bonds, 
preferred stock is usually callable only at a premium which is 
assumed to compensate the holder for the trouble of reinvest- 
ing his funds. As in the case of bonds, advance notice of 
redemption must usually be given. As is also the case with 
bonds, a call price will hold the market price of a stock down 
near the call price if the investment value rises above that 
point On the other hand, the stock may sag in value far below 
the call price if it is of poor grade. The call price of preferred 
stock is frequently 110 or 120 ; whereas bond call prices usually 
range from 100 to 105. 

Stock— During the 1920's a consider- 
able amount of so-called classified coinmon stock was issued. 
The common stock was divided into classes. The chief distinc- 
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tion between the classes was that one ‘class was deprived of 
voting rights. Otherwise, there was usually no distinction 
between the classes. The classes were usually called Class A 
Common and Class B Common.’^ In some companies the Class 
A was the voting stock, and in others the Class B voted, 'this 
device was resorted to in ordir to perpetuate a particular group 
in control. Most of the non-voting common was purchased on 
a basis of confidence in the management. However, the stock 
was defective in. that the shareholders were powerless to effect 
a change in management should that confidence* later prove 
misplaced. Usually there was a large number of shares of each 
class. However, there are cases in which the voting stock rep- 
resented little equity in the corporation. In. Germany the device 
was carried to its logical conclusion by issuing single shares 
with rights to a majority of the votes in a corporation. Voting 
power has also been stripped from common stockholders by 
the issue of special preferred stocks. Thus at a time when 
common shares had only one-twentieth of a vote per share, 
Cities Service Company created a special issue of 1,000,000 
shares of one dollar preferred stock carrying one vote per 
share. This new preferred was sold to H. L. Doherty and 
Company and gave Mr. H. L. Doherty majority control of a 
billion dollar organization. 

Lack of voting power not only handicaps the shareholder 
in his ability to oust a poor management, but it may also be 
disadvantageous in a direct financial way. Thus when Twen- 
tieth-Century Fox Film Corporation was formed, much better 
terms were given to the voting common of Fox Film Corpora- 
tion than were given to the non- voting common. The differ- 
ences in allocations of new securities were justified frankly on 
the grounds that the voting common had control. 

Stock and Price Level. — Changing price levels, inflation 
and deflation, are of very great importance to the security 
holder. As prices go up, the value of properties owned by the 

^ The student should be careful not to confuse Class A of Class B common 
shares with preferred shares designated as Class A or Class B stock. For exam- 
ple, the class A shares of Mor^gomery Ward & Company are $7 cumulative 
preferred shares ; but the Class B shares of The American Tobacco Company 
are npn-vgting common shares. 
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corporation increase. This increase inures to the advantage of 
the common stockholders because the common stockholders 


• own the residual equity in the business. This is illustrated by 
the following example: 


Price index 

Value of corporation’s assets 

Bonds 

Preferred stock 

Common stock equity .... 


100 200 ' 

$ 10 , 000,000 $ 20 , 000,000 

4.000. 000 4,000,000 

3.000. 000 3,000,000 

3,000,000 13,000,000 


As the purchasing power of the dollar changes, the corpora- 
tion’s assets rise in value; the debts and preferred stock remain 
constant because the corporation is obliged to pay only the 
amount that it has ^contracted to pay to liquidate these claims. 
Since the common stockholders own the company, they take 
the entire enhancement in value. They profit not only by the 
increase in value of the assets behind their own stock, but also 
receive the increase in vaflue of the assets contributed by bond- 
holders and preferred stockholders. It is not their concern 
that the bondholders get dollars which buy only half as much 
as formerly. 

When prices are declining, the reverse situation holds. This 
may be stated as follows : 


Price index 100 50 

Value of assets $10,000,000 $5,000,000 

Bonds 4,000,000 4,000,000 

Preferred stock 3,000,000 3,000,000 

Common stock 3,000,000 3,000,000 


Here the assets are insufficient in value to cover the bonds and 
the stated amount of stock. However, the corporation will not 
write down the value of the assets on its book, nor normally 
will it write up the value when the reverse situation is true. 
But the real values behind its securities will have changed. 

What has been said about assets applies equally to earnings. 
As earnings increase, the corporation pays the amount that it 
has agreed to pay to bondholders and preferred stockholders ; 
\:he rest goes to the common stockholders. As earnings fall off, 
the company must pay its bond interest under penalty of being 
forced into bankruptcy or receivership. It may, however, pass 
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the preferred dividends because the payment of dividends is 
discretionary with the directors. Thus the bondholder always 
receives his interest if the company can pay it, even though 
the company is operating at a loss. But the preferred stock- 
holder does not always receive his dividends. He never re- 
ceives more than the stipulated amount except when accumu- 
lated dividends are paid up. In poor years he may receive 
nothing. The following examples illustrate the situation : 

Normal Year Boom Year Poor Year 


Net earnings $10,000,000 $15,000,000 $5,000,000 

^ Interest 4,000,000 4,000,000 4,000,000 

Preferred dividends . 3,000,000 3,000,000 1,000,000 


Available for common stockholders . 3,000,000 , 8,000,000 

The common stockholder takes large returns in the good years 
and small or no returns in the poor years. But he is not forced 
into bankruptcy in the poor year if he has financed with pre- 
ferred stock because the preferred dividend is not a legally 
enforceable contractual claim unless the directors declare it.j 
It is because of this claim on residual earnings and residual 
equities in assets that many persons purchase common stocks 
as a hedge against inflation. For the same reason^ common 
j stocks are shunned and bonds preferred during deflation. Par- 
iticipating preferred stock is a hybrid stock that protects in 
^both directions in that, if earnings are good, it shares them 
along with the common. If earnings are poor, it takes prece- 
dence over common to the extent of the stated dividend rate. 
Convertible preferred stock and convertible bonds also protect 
against the loss of purchasing power during inflation or rising 
prices since the holder can convert them into stock after the 
stock has risen as the result of inflation. Thus, if one share 
of preferred stock is convertible into two shares of common 
stock and the common stock rises from $50 to $200 in the 
market, the preferred stockholder can turn in his share and 
receive two common shares now worth, in the aggregate, $400. 
The same thing is true of convertible bonds. However, once 
the conversion has been made, the holder is at the mercy of 
the fluctuations of the <^ommon stock since he has lost his 
preferred position and has tied his fortunes forever to the 
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common. He must now either take the common stock risks 
or sell but altogether. 

Stock Dividends and Split-Ups. — Occasionally directors 
of ^the corporation may declare a dividend payable in stock of 
the corporation. Or the stockholders may vote to call in the 
61d shares and issue two or more shares of new stock for. each 
old one. When dividends are paid in a stock (stock divi- 
dends), the shares remain at their old stated or par value and 
. a part of the surplus is transferred from surplus account to 
capital stock account for purposes of issuing the new shares. 
However^ since the stockholders already owned the entire 
equity in the business (that is, they owned the values behind 
* both the capital stock and surplus accounts), the aggregate 
value of the common stock equity in the corporation has not 
been changed. The stockholder has merely more pieces of 
paper or ^ larger number of shares representing his propor- 
tionate interest in the corporation. In spite of the fact that the 
I assets of the corporation have not Teen increased, the share- 
I holder may neviertheless have gained by the stock dividend. If 
' the stock formerly sold at $80 per share and a new share has 
been given for each old share held, the stock will probably sell 
for more than $40 per share after the change. More people are 
in a position to buy the stock now that ^ its price has been 
lowered. The increased purchases may tighten up the market 
supply to a point at which prices will rise above the old level. 
Thus the two new shares, representing the old $80 equity, 
might well sell at $45 each. ^ 

The stock split-up accomplishes the same purpose as the 
stock dividend : namely, a reduction«in the price of the shares. 
In this case the ‘stated value of the shares is changed. Thus in 
the above case, the old $100 par value share would be called 
in and two $50 shares issued in its place. If the old share sold 
at $80, the new shares might well sell at $45, as in the case of 
the stock dividend. Either method will produce the same 
result. However, if there is insufificient surplus to permit the 
declaring of a stock dividend, the stq^k split-up mustTe used. 
Other angles of this problem will' be discussed in connection 
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with expansion and dividend policies in the chapters on those 
subjects. • 

Preemptive Rights. — At common law the shareholder had 
an enforceable right to subscribe to his pyro rata share of any 
new stock issued by the corporation. (The shareholder has no 
preemptive right to subscribe to any part of the original 
authorization because it is understood that it is to be distrib- 
uted generally.) Since he could buy his proportion of the new 
shares, he could protect himself against a shift in voting. 
conti;ol of the corporation and could also protect himself 
against the dilution of his interest in the surplus and earning 
power of a corporation which would result if they were spread 
over a larger number of shares. Much has been made of the 
voting and surplus angles of the subject of rights, but probably 
the most significant angle is that of maintaining the stock- 
holder's monopoly of the right to supply new capital. If the 
company can earn, say twenty per cent on resources used in 
the business, the right to supply new funds to earn twenty per 
cent is a valuable privilege, assuming that investments of simi- 
lar risk could not be found elsewhere to yield so high a return. 
The stockholder should jealously guard this monopoly. It is 
sometimes taken away by statute and charter provisions. If 
the charter provides that the shareholders shall not have |he 
right to subscribe to new shares, then the stockholder contracts 
away his common law right by becoming a shareholder with 
that provision in the charter. 

^Before new stock may be sold to the stockholders, it must 
be authorized by a special stockholders' meeting. Then the 
directors\|ix the price at which it is offered, and offer it in 
accordance with the needs of the corporation!^ The new stock 
need not be offered at book value, that is, at a price which takes 
account of the surplus as well as the stated value of the stock. 
However, if the stock has a par value, new shares cannot 
ordinarily be sold for less than the par valued Aside from the 
par value limitation, shares may be offered at any price the 
directors see fit , to fix. ^Thus they can practically force the 
stockholders to contribute additional capital to the enterprise 
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by fixing the price of new stock so low that, in order to protect 
himself against loss, the stockholder must subscribe to the new 
stock, or sell his rights to those who will. 

For example, a corporation with shares selling at $65 a 
shate may offer stockholders the right to subscribe to one new 
share at $40 for each old share held. Suppose one stockholder 
in ten refuses to subscribe to his allotment. The result after 
the other nine had subscribed would be as follows: 


10 old shares at $65 $650 

9 new shai^s at $40 360 

19 shares now outstanding . . $1,010 

Value per share outstanding $53J/^ 


By refusing to subscribe, the recalcitrant has lost the difference 
between $65 and $53^4? or 11 points per share. Obviously 
he cannot afford to do this. Hence, he will subscribe to the 
new shares or sell the rights to those who will. In either event 
the corporation gets the desired funds. 

At common law the preferred shareholder had the right to 
subscribe to new stock as well as the common shareholder. 
However, consistent with the use of preferred stock as a bor- 
rowing device, most preferred stock contracts specifically take 
away the right to subscribe to new issues. Some of the deeper 
problems of rights are discussed in the chapter on expansion. 

I Stock Purchase Warrants. — ^The stock purchase warrant 
is an option giving the holder the right to purchase shares of 
stock at prices specified in Ae instrument. These warrants are 
used in a variety of ways, "when common stock purchase war- 
rants are attached to bonds, they constitute a hedge against 
inflation by enabling the holder to take a stock interest. The 
stock interest will presumably rise in value as the value of 
property rises. Consequently, the shrinkage of bond purchas- 
ing power may be compensated. Common stock purchase war- 
rants attached to preferred shares may serve a like function. 
If the business is very risky the stock purchase warrant may 
be used to compensate a creditor for the extra risk taken. If 
the business succeeds, by exercising the warrants the creditor 
can share in the prosperity of the concern. A third prominent 
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use of the stock purchase warrant is that of compen^tion for 
promoting interests. "^Thus the promoter may be given war- 
rants for a portion of his services. If the business is prosper- 
ous he can exercise his rights and reap a fortune. 

For any of these uses of the warrant to appeal, terms miist 
be satisfactory. The warrant must not expire so soon that it 
will be worthless ; neither can the price be impossible of attain- 
ment. Many warrants are made perpetdal. In other cases, the 
duration is limited to a fixed date or to the life of a security to 
which they are attached. When the warrants are of long dura- 
tion the corporation frequently sets a series of purchase prices. 
For example, purchases made up to and including January 1, 
1945, may be made at $40 per share; thereafter until January 
1, 1955, at $50 per share ; and thereafter at $60 per share. In 
this way the dilution of the common stock equity is mitigated 
to some extent. To appeal to investment security holders, the 
option price of the shares must be reasonably close to the exist- 
ing market values ; that is, there must be a possibility that the 
stock will sell above the option price at some discernible future 
date. Promoters will probably be in position to fix the price 
in their warrants at a very favorable level. In all cases, the 
warrant should provide for adjustment in cases of stock 
split-ups. 

Treasury Stock — Treasury stock is stock that has been 
issued and outstanding but has now come back into the posses- 
sion of the corporation. It is frequently carried among the 
asset^n the balance sheet of the corporation; but it is not an 
asseu A right that was formerly outstanding against the cor- 
poration has merely ceased to be outstanding. Proper account- 
ing should show the stock held in treasury as a deduction from 
the gross amount of stock outstanding. It is correct, however, 
to keep the account separate because restrictions which apply 
to the sale of an original issue of stock do not apply to resales 
of treasury stock. For example, par value treasury stock that 
has once been issued as full-paid can be resold at less than par 
value without involving the purchaser in additional liability!^ 

Treasury stock usually comes into the possession of the 
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- corporati8n by donation or by purchas^ Donations are usually 
made by large stockholders who are deeply interested in the 
corporation. However, "^n cases of financial difficulty all stock- 
holders ifi a corporation may contribute a proportion of their 
shires to the treasury for resale:? In this way new funds may 
be obtained for the business. In earlier times it was rather 
common for a corporation to issue an excessive amount of 
stock for property; then the seller would donate a part of the 
|stock to the company. By this device the corporation made 
stock fi/il-paid so it could be resold at any price obtainable 
;Without making the stockholder liable for the discount. 


Purchased stock constitutes the bulk of treasury stock in 
present times. In a majority of the states, corporations are 
permitted to purchase their own shares so long as they do not 
impair their capital or injure creditors by the practice. In 
many states, the statutes specifically confer on corporations the 
right to purchase their own shares. In many other states the 
courts have held that such power existed in the absence of an 
express prohibition. Under these permissions many corpora- 
tions have stabilized the market prices of their shares by pur- 
chases during reactions and sales during rises. However, since 
enactment of the Securities Exchange Act, corporations have 
engaged less in the purchase of their own shares. 


Transfer of Title to Stock.— A share of stock can be trans- 
ferred by merely endorsing the certificate and delivering it to 
the vendee or donnee.^ Most certificates of stock contain a 
blank form of assignment on their backs. The holder may 
sign this, or he may both sign it and fill in the name of the 
transferee. Delivery then completers the transaction. The 
transferee next presents the certificate to the transfer agent of 
the corporation, or more probably has his broker do so, and 
has a new certificate issued to him. The transfer agent will 
take up the old certificate. Stock is one of the easiest types of 
property to transfer. The chief problems arise where certifi- 
^ cates have been lost, stolen, or fraudulently transferred. At 
: common law the stock certificate was not negotiable: that- is, 
an innocent purchaser of a lost or^ stolen certificate got no 
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better rights than those of the person who sold it to liim. This 
possibility that the certificate might not give good title to the 
stock deterred stock transactions to an appreciable extent. The 
commercial community, in search of greater security in trans- 
actions, agitated for legislation m^^king stock certificates nego- 
tiable: that is, legislation making the certificate, in proper form 
and sold to an innocent purchaser without notice of a defect of 
title, carry title to the shares even though it had been lost or 
stolen. This agitation finally culminated in passage of the 
Uniform Stock Transfer Act in half of the states in the union. 
This act makes stock certificates negotiable if two conditions 
are fulfilled: (1) the corporation is organized in a state having 
the act, and (2) the transfer takes place in a state having the 
act. A forged signature does not protect the innocent pur- 
chaser under this act any more than a forged signature on a 
note gives the purchaser a claim against the party whose name 
has been forged. But the act does protect the purchaser of 
shares which are in proper form. It throws the loss upon the 
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Figure 2. Form o5 Power of Attorney Used by the 
Youngstown Sheet and Tube Company 
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person' who has carelessly endorsed certificates and then per- 
mitted them to get into other hands. The chief weakness in the 
act, aside from technical defects, is that all states have not 
ratified it. Consequently, the corporation may be organized 
or the transaction take place in a state not having the act. In 
that case, the innocent purchaser is not protected. 

Povrer of Attorney. — ^The forms of the power of attorney 
on the back of stock certificates vary somewhat. However, the 
form on page 89, used by the Youngstown Sh^et and Tube 
Company, indicates its essential character. This form is gen- 
erally used. 

Transfer Agents and Registrars. — In the early days of 
corporate development the corporation officers issued the cer- 
tificates and recorded them in the books. This arrangement led 
to abuses. Officers might issue more certificates than were 
authorized. Thus, it is recorded that in the early days of rail- 
road finance one of the leading railroad financiers frequently 
sold the stock of his road short. If the market then went up, 
he issued more shares and delivered them to cover his short 
commitment. Abuses of this type led to having a separate 
trust company register the shares of stock, commercial paper, 
and bonds of corporations so that there would be no overissue. 
The business of transferring shares on the books from one 
holder to another has also become a specialized business con- 
ducted by trust companies. These trust companies are made 
agents of the corporation to take up old shares and issue new 
ones in their stead when transfers of ownership have taken 
place. For the convenience of its shareholders a corporation 
frequently designates several transfer agents. Thus it will, and 
by exchange regulations must, have a transfer agent on the 
island of Manhattan if its shares are listed on the New York 
Stock Exchange. This arrangement makes it easy for brokers 
to transfer stock into their customers’ names. It is customary 
for the transfer agent to present to the registrar each morning 
the canceled old certificates and the new certificates to be issued 
in their stead. The registrar then registers the new certificates, 
cancels its own signature on the canceled certificates, and re- 
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turns both to the transfer agent. The transfer agent then 
delivers the new certificates and ordinarily reattaches the can- 
celed certificates to the stubs from which they were originally 
taken. Thus both a past and a present record are afforded. 

Stock Terms.— Authorized stock is stock that the share- 
holders have voted the authority to issue. 

Debenture stock is a term used in England to designate 
debenture bonds and used in this country to designate a pre- 
ferred stock. Since the terms of the stock can be’hrranged to 
cover any provisions that the corporations deem desirable, the 
purchaser must read the individual certificate to determine its 
nature. 

Deferred stock is a class of stock which does not receive 
dividends until some condition is fulfilled. Here again the 
individual certificate is the only guide to the nature of the 
share. 

Forfeited stock is stock that has been subscribed and 
partially paid for and then forfeited to the corporation for 
non-payment of a remaining installment of the purchase price. 

Guaranteed stock is stock the dividends on which are guar- 
anteed by another corporation. This type ordinarily arises in ^ 
connection with the leasing of one corporation's properties to 
another corporation. Instead of paying a lump sum rental, 
the leasing corporation agrees to pay a fixed rate of dividends 
on the lessor company's stock. 

Manager's shares are a special class of stock issued to the 
officers of a corporation in order to permit them to share in 
the profits that they create. The individual issues must be 
studied in order to determine the exact rights of the holder. 

Outstanding stock is stock that has been issued and is now 
held by the public. 

Part-paid stock is stock that has been subscribed, but which 
has been only partly paid for. 

Prior lien stock is ordinarily a preferred stock that stands 
ahead of some other class of preferred stock. It is just a 
name. The purchaser mu^t read the terms of the contract and 
exaihine the structure of the corporation to see what securities 
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liave.prior claims before he can tell exactly what his rights are. 
The prior lien stock may have been set ahead of another issue 
when brought out, but the other issue may have disappeared. 
Th^ issue may be an ordinary preferred stock dressed up in a 
new name to attract purchasers. 

Prior preferred stock can be described in the same way 
that prior lien stock was described? 

Unissued stock is authori;zed stock that the directors have 
not yet voted to issue. 

Vetoing stock is stock that has a limited voting power on 
specified questions. Exercise of the vote gives the stock power 
to prevent the corporation from embarking on a particular 
course of action. For example, a preferred stock may provide 
that no mortgage shall be placed on the corporation's property 
without the affirmative vote of two-thirds of the preferred 
stock. A negative vote of more than one-third or a failure to 
vote by more than one-third would defeat or veto the proposal. 
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CHAPTER 6 

BONDS 


tenor ^'^The corporation borrows money usually because it can'i ^ 
use the borrowed funds to earn more than the rate of interestr« 
paid for the use of the funds. This practice is known asj 
trading on the equity .'^^s noted in the preceding chapter, the 
common stockholder owns the residual equity in the corpora- 
tion. This equity is put up as protection to the creditor, since 
the creditor must be paid in full before anything is allowed to 
the stockholder.! Because of the greater safety of his position, 
the creditor is willing to take a lower rate of interest than the 
rate at which the corporation can employ the funds, .r Further, 
because of his monopoly of the right to put new funds into a 
prosperous business, the stockholder can refuse the creditor 
the right to supply funds to the business on terms which are 
more favorable than the prevailing rate of interest. 

The effects on the common stock have been partially 
illustrated in the chapter on stock. However, the effects of 
borrowing can be illustrated as follows : 


Average Year Boom Year Poor Year 
Value of assets . . . . . . . . . .$10,000,000 $10,000,000 $10,000,000 

Bonds S’s . . ; . . . 4,000,000 4,000,000 4,000,000 

Common stock equity . ...... 6,000,000 6,000,000 6,000,000 

Net earnings . .... . . . . . . L500,000 2,500,000 300,000 

Interest . . . . . '^200,000 200,000 200,000 

Net income . . . 1,300,000 2,300,000 100,000 

Rate earned on assets . ... ... IS.0% 25.0% 3.0% 

Rate of interest on bonds . . . 5.0% , 5.0% 5.0% 

Rate earned on common stock equity 21.7%" 38.3% 1.7% 


Borrowed Funds. — The corporation may obtain a part oi| 
its resources by borrowing. JBorrowing contracts may be Ions 
term or short term, secured or unsecured, formal or informal.l 
Whe formal certificates of indebtedness are called bonds; the^ 
less formal pnes are called notes or bills, depending upon their: 
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In this illustration, the company borrows new funds at one- 
third as high a rate as the business earns on the average of 
■ funds invested in it. The effect of the constant interest charge 
is^to magnify both the increases and the decreases in earnings 
\ on common stock equity. 

' Sometimes businesses borrow because that is the only way 
, the necessary funds can be assembled. The stockholders are 
unwilling to put up more money ; yet the business must have 
mpre funds. Borrowing is the only way out. This has* been 
^y0articularly true in the cases of some railroads. For the most 
part, however, business hopes to earn a return in excess of the 
/ pnterest paid. It is for this reason that corporation debts tend 
^ to become permanent.^^If there was an advantage in borrowing 
in the first instance; there is usually an advantage in continuing 
to borrowr^ Debts tend to become perpetual even' though the 
bond contract is limited in duration. Although there are some 
perpetual bonds outstanding, e.g., the Public Service Corpora- 
tion of New Jersey 6’s, most bonds have a fixed maturity 
dependent roughly on the visibility in the particular line of 
business. Corporations whose business appears to be of per- 
manent importance can put out issues for SO or 100 years. 
Those which are- very risky may have to sell 5- or 10-year 
f bonds. The short maturity gives the bondholder a chance to 
reappraise the risk at short intervals. Then, if things are going 
well, the corporation' can readily sell a’ refunding issue. If 
things are not going well, the corporation will have to make 
the refunding issue more attractive than the old issue was. 
If the company is unable to sell a refunding issue at all, then 
the company will be forced into a reorganization in which the 
bondholders will be in a position' to appropriate the stock- 
holder’s equity to the extent necessary to better* their position. 
Under these circumstances, the resources obtained by borrow- 
ing tend to become a permanent contribution to the business, 
and the* debt tends to be a permanent part of the capitalization. 

Except in the case of timber, mineral resources, railroad 
equipment, steamship, and similar types of bonds issued 
against resources- which will be exhjiusted and never replaced, 
bonded debt, while secured by particular assets, is not closely 
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related to the life of the particular assets securing it. Rather, 
the bondholder relies on the fact that as one piece of property 
wears out, other pieces will be substituted for it in the com- 
pany’s facilities. Further, the bond covenants will ordinarily 
be so drawn that such substitution will be required. Neverthe- 
less, as will be pointed out in a later chapter, the main protec- 
tion of the bondholder is the earning power of the concern. 
Without earning power, the assets have no value. But since 
earnings are the product of management working^ with assets, 
it is well for the bondholder to have a lien* on this essential 
component of earning power. 

^^ssuing Bonds — ^As was pointed out in the chapter on 
management, the directors of the corporation have the power 
to borrow money for corporate purposes. At common law 
they could also mortgage the premises. However, in a num- 
ber of states, statutes now restrict the power of the board to 
issue bonds and to create mortgages. For example, the New 
York Stock Corporation Law provides: 

“^vcry stock corporation other than a moneyed corporation shall 
have the power to borrow money and contract debts, when necessary 
for the transaction of its business, or for the exercise of its corporate 
rights, privileges or franchises, or for any other lawful purpose of 
its incorporation; and it may issue and dispose of its obligations for 
any amount so borrowed, and may mortgage its property and fran- 
chises to secure the payment of such obligations, or of any debt con- 
tracted for such purposes?^ The consent to the execution of such 
mortgage, except a purchase-money mortgage, by the holders of not 
less than two-thirds of the total number of shares outstanding entitled 
to vote thereon, given either in writing, or by vote at a meeting of 
the stockholders called for that purpose in the manner prescribed by 
section forty-five, shall be required. 

ji^Wlien such statutory restrictions do not exist, it is common 
to restrict the power of the board in this respect by inserting 
in the charter a provision requiring that the stockholders 
authorize bond issues and mortgages. If this policy is fol- 
lowed, the board will pro^^ly negotiate with bankers concern- 
ing the terms on which an issue can be sold. It will then 
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submit the proposal of a bond issue to the stockholders at a 
special meeting. ‘The stockholders will approve the issue in 
' general terms, leaving the directors leeway to fix interest rates 
and provisions in accordance with changing market conditions. 
The final details will then be arranged between the corporation 
and the bankers. 

The bankers will control to a very large extent the terms of 
the issue. The banker is primarily a merchandiser of securi- 
ties. He must fit the issue to the tastes of the market at the 
time. Not only must he do this ; but, like the grocer, he must 
sell a product that will cause his customers to return and make 
additional purchases later. The terms, then, will be largely the 
prevailing terms at the time. The banker will look to the resale 
possibilities; the corporation will try to get terms as little 
restrictive and as little costly as possible. When these are 
agreed upon, the parties enter into a contract. The bonds are 
engraved according to standards set by the banker ; signed by 
the designated officers of the corporation, usually president 
and secretary; and delivered to the bankers. It is customary 
in this country for bankers to pay cash for the issue when 
purchased and then to reimburse themselves by resale. During 
the resale period, they pledge the bonds with commercial banks 
to get the funds to pay the corporation. Since salesmen start 
selling the bonds as soon as the house knows it is to receive 
the issue, most of the bonds are usually sold before the 
certificates are available. # 

Details of the Bond Contract. — ^The contract will contain 
^ a definite promise to pay a stated sum of money. Most bonds 
are of $1,000 denomination, but in recent years, bonds of $50 
and up have become common. Formerly, bonds- contained 
clauses requiring payment in gold of present weight and fine- 
ness, but this type of protection against the changing purchas- 
ing power of the dollar has been nullified by congressional act 
It is not uncommon, however, ‘ to make bonds payable in 
foreign currencies. This is suitable protection against chang- 
ing money standards, provided the^ foreign currency is not 
devalued. 
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The bond also specifies the time of payment. It contains 
an absolute final maturity date; but it usually also contains a 
provision that the company can pay it off prior to maturity by^ 
paying a premium, of; say 2%, to cover the inconvenience of 
the lender. This right to call in the bond in advance of 
maturity causes the bond to be known as a callable bond. If 
the bond can be paid at par at the end of, say 30 years but 
must be paid at the end of, say 32 years, the bond is known 
as a spread maturity bond. This type of provision is inserted ^ 
in the bond to permit the company leeway in rneeting debts 
during business cycle changes. Bonds are made callable so that 
the company will not be prejudiced in its financial structure. 
It cannot always foresee its position years from the date of 
financing. It may enter into restrictions which hamper future 
growth or adaptation of the corporationXIf Jthe^ionds are 
callable, the C(^ja 53 ^can get rid of .Ibese restdotiQnsJhyxalling 
the old bonds and selfing^a new-is^ue , without the undesirable 
featuresp^ further advantage of the callable feature, and one 
mucE more important to the general run of corporations, is 
that it permits the corporation to replace high interest rate 
bonds with low interest rate bonds when conditions are favor- 
able. The corporation sells a long-term bond so that it will 
not be embarrassed by near-terrn maturity but leaves the way 
clear to reduce its interest burden if interest rates fall. The, 
length of the contract, of course, protects the corporation ^ 
against a rise in interest rates. 

The rate of interest and the times and places where it is 
payable are also- specified in the bond. The rate of interest is 
usually a fixed amount which must be paid without option on 
the part of the corporation. However, it is customary to give 
a period of grace of from 30 to 90 days before the issue can 
be declared in default. A default is serious bec ause rnost cor-» 
poration bonds provide that if the bond is in de fault, ^the entire 
priricipal becomes immediately due and payable. This Type of 
a provision is known a^^^ clause.- It serves to 

bring pressure on the company not to permit a default because 
of the serious consequences a default would entail, and also 
to give the bondholders an opportunity to clean up a bad 
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financial situation all at once, instead of waiting to sue on each 
coupon as it comes due. In this respect, private corporation 
' bonds differ from government bonds. Government bonds do 
not^ usually contain an acceleration clause. 

Income bonds and adjustment bonds contain provisions stat- 
ing that the interest is payable only under certain prescribed 
conditions — ^usually, only if earned. These bonds are usually 
put out in the course of a reorganization to replace fixed 
income bonds, the charges of which the company was not able 
to meet because of irregular earnings. However, some issues 
are sold to the investing public for cash ; but these are of lim- 
ited amount. The interest on income bonds is usually made 
payable by action of the board of directors, much as preferred 
dividends are paid. The interest may be made cumulative like 
preferred dividends. The chief distinction between income 
bonds and preferred stock is that the bond comes due and 
payment can be forced in court ; that is, the holder has a 
creditor status. Further, the interest payment on income bonds 
is a deductible item in computing the taxable net income of the 
' corporation. This factor tends to reduce corporation income 
taxes. Otherwise, the securities are much alike. As in the case 
of preferred stock, the income bond contract should make 
careful provision for the computation of earnings and the 
procedure for determining when interest must be paid. 

Most bonds contain provisions for the redemption of a 
portion of the issue before maturity of the entire issue. In 
some cases, the bonds become due in series ; in other cases, a 
sinking fund is set up, and the bonds are purchased in the 
open market or drawn by lot and called for the sinking fund, 
tin still other cases the bonds are made convertible into stock. 
As the methods of redeeming bonds have many important 
financial angles, a separate chapter is reserved for discussion 
of the subject in detail. Bonds are usually made payable at 
some specified bank or banks. In large numbers of instances, 
they are secured by mortgage or by the pledge of specific prop- 
erty. The matter of security is discussed in the next chapter. 

Bond Covenants.— Even in the ?ase of debenture (unse- 
cured) bonds, it is necessary to insert in the agreement a great 
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variety of provisions for the protection of the bondholders. 
These provisions relate to the payment of dividends which 
might impair the strength of the corporation, to the mainte- 
nance of adequate amounts of working capital with reference 
to fixed assets, to the creation of other debts, or to a variety of 
other subjects. In bulk, however, the details will be too large 
to include in the individual bond certificates. Hence, a very 
detailed blanket agreement is prepared covering the rights of 
all bondholders, and this agreement is entered into by the 
corporation and a trustee who is to represent the^ interests of 
all bondholders. The trustee, usually a trust company, holds 
this agreement and acts to compel compliance with the agree- 
ment if a stated percentage of the bondholders give it written 
notice to act and indemnify it for its legal costs. Usually, the 
covenant also contains a restriction on the right of the indi- 
vidual bondholder to sue the company separately. This restric- 
tion is for the protection of the bondholders as much as it is 
for the protection of the company from harassment A suit 
on a bond will ordinarily cause a slump in the market price 
of bonds of that issue ; consequently, the other bondholders 
have an interest in preventing individual actions. Frequently, 
more is to be gained by keeping a breach of covenant quiet 
than by exposing it. The company may repair the breach ; 
consequently, no damage would be done to market prices. 

The trustee is ordinarily required to authenticate bonds as 
I of the issue for which it is trustee. This will prevent over- 
lissue as was discussed in connection with the registration of 
fehares of stock. 

Debenture Covenants. — ^Although debentures are not se- 
cured by mortgage or pledge of specific assets, they are 
frequently protected by restrictions placed on the issuing cor- 
poration. These restrictions are designed to keep the cor- 
poration in a comfortable cash position and to prevent the 
incurrence of an excessive amount of debt. For example, 
Realty Associates Securities Corporation covenanted to main- 
tain, ‘Vhile any of these bonds are outstanding, cash and 
securities, all maturing prior to 1937 . . , aggregating in value 
at least $1,000,000 in excess of the amount of these bonds 
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from time^to time outstanding- and of any other indebtedness/’ 
National Food Products Corporation covenanted that '^insur- 
ance aggregating $850,000 on lives of certain executives of 
the corporation and its subsidiaries will be deposited with the 
Trustee for the benefit of bondholders/’ American I. G, 
Chemical Corporation covenanted '‘not to pledge any of its 
assets, except for short-term debts in the ordinary course of 
business, without granting ratable security to these deben- 
tures/’ American Brake Shoe and Foundry Company cove- 
nanted that! "(1) while these Notes are outstanding, no 
mortgage, pledge or other lien may be created, other than the 
pledge of current assets to secure current bank loans having 
less than one year to run, unless the Company shall first 
execute a closed mortgage securing these Notes (but no other 
indebtedness), covering all of its then fixed assets; (2) the 
Company will not enter into any merger or consolidation or 
convey all, or substantially all, of its property and assets to 
another Corporation unless said mortgage lias first been exe- 
cuted, and the successor Corporation shall assume the pay- 
ment of principal and interest on these Notes and the covenants 
and provisions contained in the Indenture and in said mort- 
gage.” Philadelphia & Reading Coal and Iron Company 
covenanted that "Company will not, through payments of 
dividends on its capital stock of any class, or other distribu- 
tions to its stockholders, voluntarily reduce its current assets 
below twice then existing current liabilities and/or net current 
assets below $7,500,000.” 

These are but samples taken from a large range of restric- 
tive provisions. If enforced, these limitations give the deben- 
ture a position of security much more substantial than that 
of a mere promise to pay the debt. 

Definitions. — Bonds are classified several ways. Classi- 
fications by type of corporation iss^g them (railroad bond§), 
by purpose (refunding bonds))^^ nature of security (first 
mortgage bonds), and by conditions of payment (call- 
able bonds) are common. Classifications are merely pigeon- 
holes where the mind can store similar types of instruments. 
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The student is not to take them too seriously. Bonds are not 
issued to fit classifications, but to raise money for corporations, f 
Consequently, they contain provisions which cross many classi- 
fications and frequently meet none fully. The student should 
appreciate that the essential thing is to read the provisions* of 
the bonds. These will give specific information on the subject 
matter covered, and no amount of misleading captions will 
affect the rights therein stated. 

Most bond terms are self-explanatory. However, a few are 
confusing to the beginning student. The following list will 
perhaps clari f y matters, 

A^ssum e d bonds^ are bonds of a company which has been 
sold tq^merged, or amalgamated into another corporation. In 
the process of consotidaHhg the enterprises, the new corpora- 
tion promises to fulfill the bond obligations of the old company. 

It /^assumes^’ the^ bonds. 

Blanket mortgage bonds are bonds secured by a mortgage 
which covers all the properties of the corporation. 

Consolidated and refunding bonds are bonds which have 
been issued by a corporation which was formed by consoli- 
dating two or more smaller companies. Such a corporation 
usually creates a mortgage covering the combined properties 
and containing provisions for the refunding of underlying 
bonds issued by the old companies. The bonds secured by this 
mortgage are known as co^oHdated and refunding bonds. 

Convertible bonds are bonds tKit nriay be exchanged for 
stock in the corporation. 

Coupon bonds are bonds with coupons for each interest 
payment attached to them. The holder cuts off the specified 
coupon at each interest date and deposits it at his bank for 
collection. The bank sends it to the corporation’s bank for 
collection and credits the proceeds to the customer’s account. 

Cumulative income bonds are bonds whose interest need not 
be paid unless earnedT But if the interest is not all paid at each 
interest date, the unpaid balance accumulates and must be paid 
before any dividends can be paid on stoclc In some cases, it 
must be paid if there ^re sufficient earnings in later years, 
regardless of dividend payments to stockholders. 

-1^ 
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Debenture bonds are bonds which are not secured by mort- 
gage or pledge of property. They are the mere promise of the 
company to pay. 

-First lien bonds are bonds having a first mortgage on the 
company’s property. 

Floating debt is short-term debt which has not been funded 
into bonds. 

Funded debt is debt that is evidenced by bonds. 

General mortgage bonds are bonds secured by a mortgage 
covering the whole properties of the corporation. This phrase 
usually implies that the corporation has underlying bonds on 
separate sections of the company’s properties, but need not 
necessarily do so. Only a reading of the provisions of the 
issue will tell exactly what the situation is. Blanket mortgage 
is synonymous. 

Guaranteed bonds are bonds the payment of which is guar- 
anteed by some corporation other than the issuer. For ex- 
ample, industrial corporations frequently guarantee the bonds 
of their small subsidiaries. This makes it possible for the 
subsidiaries to borrow at a lower interest rate, because the 
borrower is protected by the credit of the parent company. 

Interim certificates are instruments which are delivered to 
purchasers of bonds pending the final engraving and delivery 
of an issue. It takes about six months to engrave an issue of 
bonds. Because of changes in the securities markets, the in- 
vestment banker must sell the issue immediately. Conse- 
quently, he sells the bonds and gives the purchaser temporary 
certificates to hold until the final certificates are ready for 
distribution. 

Joint bonds are bonds that have been issued by two or more 
corporations jointly. The corporations jointly promise to pay 
the debt. These bonds arise frequently in connection with the 
building of union railroad terminals. Each road that uses the 
terminal lends its credit to the combined enterprise. 

Perpetual bonds are bonds that never come due. A few 
corporations have them in this country, but they are most com- 
mon among European government o];! igations. 

Prior lien bonds are bonds which are secured by a mortgage 
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which ranks ahead of some other mortgage. Prior lien bonds 
are not necessarily first lien bonds. They might be fourth 
mortgage bonds ranking ahead of fifth mortgage bonds. 

Purchase money mortgage bonds are bonds secured by a 
mortgage which was given as a part of the consideration for 
property when it was purchased. 

Refunding bonds are bonds which were sold to provide 
funds with which to pay another issue of bonds. 

Registered bonds are bonds which are registered by the "" 
company as belonging to a particular person. They are trans- 
ferred by endorsement, but the company takes no note of the 
transfer, until the bond is sent in for reregistration on the 
.Ipompany^s books. Interest payments are made by check to the 
registered holder of the bonds. In some cases, the bond is 
registered as to principal, but not as to interest. In this case, 
the principal is payable to the registered holder, but the interest 
is payable to the bearer of the coupons. 

Stamped bonds are bonds Hidch-have-heen in some 

way after they were fssued. The face is stamped, ^'Subject 

to the provisions set forth on the back hereof.'^ On the back 
will be stamped the changes in the mortgage, sinking fund, 
or other terms that have been modified by consent of the 
bondholders. 

Underlying bonds are bonds which have a prior or superior 
lien to that of some other issue. With respect to the other 
issue, they are said to be underlying. 

Unfunded debt is debt that is evidenced by short-term 
instruments. It is floating debt. 
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CHAPTER 7 


MORTGAGES 

Relation of Security to Debt. — If no restrictions were 
placed upon the ability of the corporation to borrow, it might 
borrow money in large sums and dissipate the proceeds to a 
point at which the assets would be far too insufficient to meet 
the claims of creditors. Consequently, creditors seek to protect 
themselves against this possibility either by limiting the amount 
of debt that a corporation can incur, or by obtaining a pre- 
ferred position over other creditors.) There are several methods 
of obtaining a preference over other creditors, but the most 
important of these is by taking a mortgage on the property 
of the corporation. The mortgage is in form a deed to the 
property with a clause in it stating that the deed will be void 
if the money is repaid in accordance with the provisions therein 
stated. Having deeded the property to one group of creditors, 
the corporation is not in position to deed it to another group. 
A second mortgage would give the later creditors only the 
right to pay off the first mortgage creditors and thereby realize 
whatever value the property had in excess of the first mortgage 
debt. (Even with the mortgage, the bond is the principal under- 
taking. The mortgage is merely a collateral undertaking to 
secure better the repayment of the loan. Hence, if through 
careless draftsmanship the provisions in the bond disagree with 
the provisions in the mortgage, the bond will prevail because it 
is the principal undertaking. . 

Form of the Mortgage. — ^The corporate mortgage was an 
adaptation of the real estate mortgage used in connection with 
the financing of farms, commercial buildings, and homes. The 
real estate mortgage, in turn, was an adaptation of the deed 
' by which property was conveyed. As has been indicated, the 
only difference in form between th^ early mortgage and the 
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deed was the incltisioix in the mortgage of a clause to the effect 
that if the debt was repaid, the deed would be void. In early 
times, this arrangement was literally enforced. If the money 
was not repaid, the title to the property vested absolutely in 
the mortgagee (the party who lent the money). This result 
held even though the amount of the loan was but a small 
fraction of the value of the property. First, the courts began 
relieving against forfeitures by permitting delayed payments. 
Later, the legal status of the mortgage was changed by statute 
and court decision to a point where today the mortgagee has 
merely the right to bring a judicial proceeding to foreclose his 
mortgage. On foreclosure, the property is sold at public sale 
and the proceeds applied to the payment of the debt and the 
balance delivered to the debtor. If there is no balance but 
rather a deficiency so that the debt is not entirely paid, the 
court will render a decree for the difference against the debtor. 
The creditor can then have the sheriff seize any other property 
of the debtor and sell it to satisfy the decree or judgment. The 
mortgage, being a defeasible deed to certain property, does not, 
of course, affect any property other than that specifically de- 
scribed in the mortgage. Consequently, the debtor can give as 
many separate first mortgages. as it has separate pieces of 
property not covered by other mortgages. Further, the debtor 
may mortgage some of its properties and leave others free 
from mortgages. The descriptions in the mortgage will be the 
same technical descriptions that would be found in a deed. The 
major differences today are that the mortgage now contains a 
great variety of special clauses dealing with the management 
of the property during the life of the mortgage. These clauses 
are discussed in the next section. 

Specific Covenants in the Mortgage — Among the more 
prominent clauses inserted in corporate mortgages are : (1) A 
covenant to pay the debt. This covenant usually provides that 
both principal and interest will be paid without deduction of 
taxes. The promise to pay without deductions safeguards the 
negotiability of the bond.^ (2) A covenant not to extend the 
time of payment. This protects the non-assenting bondholders 
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by giving them a right to foreclose unaifected by negotiations 
with others to extend the time of payment. This clause is 
especially important in cases involving wasting assets. (3) A 
covenant to discharge taxes. Since taxes become a prior lien 
on property, it is essential for the protection of the bondholder 
that taxes not be permitted to pile up against the property. In 
connection with this clause, it is customary to provide that in 
case the corporation fails, to pay taxes, the trustee under the 
mortgage may pay them and add the amount to the principal 
of the debL This procedure at least prevents penalties from 
accumulating. (4) A covenant to insure against losses to the 
extent that similar businesses insure against them. Under the 
older practice, and still in the case of residential property, the 
policy was held by the trustee. The present tendency is for the 
corporation to hold the policies and report to the trustee. How- 
ever, the policies are usually payable to the trustee. Insurance 
protects the bondholder against destruction of the values be- 
hind his loan. (5) A covenant to keep the property in repair 
and prevent waste. This clause usually sets up definite stand- 
ards covering the replacement of property and repairs thereon. 
It may require that engineers certify to the trustee the condi- 
tion of the property. It may also provide that the company 
deposit with the trustee a sum equal to any deficiency in the 
properties. In other cases, it may require an independent engi- 
neering report, at the, expense of the company, on petition of a 
given percentage of the bondholders. (6) If leases are in- 
volved, a covenant to perform lease covenants and thereby 
prevent default under the leases. (7) A covenant that the 
corporation has good title to the premises mortgaged. (8) A 
covenant to give further assurances* This provision is espe- 
cially important in connection with after-acquired property 
clauses. The corporation may be required to execute supple- 
mental indentures for the further protection of .the bond- 
holders. A covenant to record the mortgage and pay all 
taxes and fees incidental to the recording. This clause shifts 
responsibility for the recording from the trustee to the 
corporation. (10) A covenant to f^aintain the corporate 
ixfence. In this case, the mortgage may provide that the 
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corporation cannot merge or amalgamate with another cor- 
poration without the consent of the bondholders. (11) ^ 
covenant to maintain an office (usually at the trust company 
which is trustee under the mortgage) where coupons may i^e 
presented and notices served on the corporation. {12) A cove- 
nant to comply with laws, (13) A covenant waiving stay and 
redemption laws. But the corporation cannot waive a statutory 
right of redemption. However, the statutory right may not 
extend to corporations, though it does to individuals. (14) A 
covenant not to issue bonds except in accordance with the 
mortgage and to apply proceeds as required under the mort- 
gage. (IS) A covenant providing that certain failures of the 
corporation to live up to the terms of the mortgage shall con- 
stitute defaults, mature the principal, and permit foreclosure. 
(16) In addition to these covenants, there are a host of others 
which vary with the circumstances of the situation. Thus, if 
there are underlying bon^ also secured by mortgage, cove- 
nants may provide that no more bonds shall be issued under 
the terms of* the underlying rnprtgage.lThis is known as clos- 
ing the underlying mortgage^Provision will also be made to 
prevent extension of the underlying bonds and the payment of 
interest oil them. These provisions will make the overlying 
mortgage ultimately become a first mortgage and prevent 
jeopardizing that mortgage by defaulting on interest payments 
on the underlying bonds. Other covenants will cover other 
special situations in like fashion. 

The following excerpts from the Jones and Laughlin Steel 
Company mortgage will illustrate the general tenor 'of cor- 
porate mortgages. This mortgage covers about 65 printed 
pages. Consequently, it is impossible to set forth more than 
fragments of it in this chapter. 

(Excerpts from Jones and Laughlin Steel Co, Mortgage) 

This Indenture, dated the first day of May, one thousand nine 
hundred and nine, between the Jones & Laughlin Steel Company, a 
corporation organized and existing under the laws of the State of 
Pennsylvania (hereafter called the ‘‘Company”), party of the first 
part. First Trust and Saviit^s Bank, a corporation organized and 
existing under the laws of the State of Illinois, herein called the 
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''Corporate Trustee,” and Emile K. Boisot, herein called the "Indi- 
vidual Trustee,” parties of the second part, Wiinesseth: . . . 

{Here follow various recitals, the form of the bond, and the form 
of^ the coupon.] 

Now, Therefore, This Indenture Witnesseth: 

That in order to secure the payment of the principal and interest 
of said bonds . . • the Company . . . has bargfained, granted, sold, . . . 
unto the Trustees, • . . the following described property, which is 
hereinafter referred to as the trust estate, viz. : 

I. — ^All tfie following described real estate owned by the Company 
in the County of Allegheny, State of Pennsylvania, to wit: . . . 

[Here follows a detailed technical description of the property.] 

All the real estate owned by the Company in the City of Chicago, 
County of Cook, State of Illinois, including the following more 
particularly described property, to wit: . . . 

[Here foUozvs a technical description.] 

All the interest of the Company in all property which may in 
any manner be hereafter acquired, either as additions or improve- 
ments — and all property that shall be acquired — ^with the bonds or 
their proceeds. 

Together with all and singular the buildings, improvements, rail- 
roads, rolling stock. . . . 

The following shares of fully paid and non-assessable stock, 
which are hereby pledged with and delivered to the Trustee: , . . 

[Here follows an itemized list of stocks of subsidiary companies.] 

To Have and to Hold all and every the said premises, stock, 
rights, franchises and other property, real, personal or mixed, unto 
the Trustees and their successor or successors in the trust, forever. 

But IN Trust, Nevertheless, for the common and equal use, 
benefit and security of all and singular the person or persons, firm 
or firms, bodies politic or corporate, that shall from time to time be 
holders of any of the bonds or coupons, and without preference of 
any of the bonds over any of the others by reason of priority in the 
time of issue or negotiation thereof, or otherwise howsoever; subject 
to the terms, provisions and stipulations in the bonds and coupons 
contained, and for the uses and purposes, and upon and subject to 
the terms, conditions, provisions, and tgreements, in this indenture 
expressed and declared; and it is hereby covenanted that all such 
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bonds, with the coupons for interest thereon, shall and will he issued, 
authenticated and delivered, and that the trust estate is to be held 
by the Trustees, subject to the further covenants, conditions, uses and 
trust hereinafter set forth; and it is hereby covenanted and agreed 
between the parties hereto as follows, to wit : • 

Article One 

Execution, Authentication, Issue and 
Registration of Bonds 

Section 1. — The bonds to be issued under and secyred by this 
indenture, together with the interest coupons appertaining thereto, 
shall be substantially of the tenor and purport above recited. . . . 

Section 2, — -$2,069,000 face amount of bonds, being bonds num- 
bered consecutively from 1 to 2,069, inclusive, shall, immediately 
upon the execution of this indenture and without any further action 
on the part of the Company be authenticated by the corporate 
Trustee. ... 

$12,931,000 face amount of the bonds shall from time to time 
on and after the execution of this indenture be authenticated . . . 
for the following uses and purposes. ... 

Section 3. — The remaining $15,000,000 face amount of the bonds 
shall from time to time be authenticated . . . except that in each 
instance the corporate Trustee shall receive, before authenticating 
and delivering said bonds or any of them, a certificate or certificates 
of the President or any Vice-President and of the Secretary or 
Treasurer or Auditor of the Company, stating as follows: 

(a) That since May 1, 1909, property . . . has been acquired . . . 
or that betterments and improvements have been made. . . . 

(b) That all of said property stated to have been acquired by 
the Company and all betterments and improvements stated to have 
been made upon the property of the Company have become subject 
to this indenture as a first lien thereon. . . . 

(c) That for all amounts stated to have been expended for better- 
ments or improvements upon the property of any subsidiary com- 
pany or companies, notes therefor of the company for whose benefit 
such betterments or improvements shall have been made have been 
assigned and delivered to the Trustees. ... 

(d) That the prices paid for such betterments and improve- 
ments and for such property acquired were not in excess of the fair 
value of the work done or property acquired. 


no 
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(e) That for all bonds reserved under the provisions of this 
Section 3 or the proceeds thereof in any way applied to or for the 
uses or purposes or benefit of any subsidiary company, notes or other 
obligations of such subsidiary company to at least the face value 
thereof have been taken by the Company and have been assigned 
and delivered to the Trustees, or are tendered, assigned, or delivered 
to the Trustees simultaneously with said certificate, to be held by the 
corporate Trustees under this indenture as part of the trust estate. . . . 

Article Two 

Particular Covenants of the Company 

Section 1. — ^The Company covenants and agrees that it will duly 
and punctually pay or cause to be paid the principal and interest of 
every bond issued under this indenture at the times and places. . . . 

Section 2. — ^All plants, lands, machinery . . . hereby conveyed or 
pledged, or covenanted to be conveyed or pledged . . . whether now 
owned or hereafter acquired by the Company, shall, immediately, or 
immediately upon the acquisition thereof by the Company, and with- 
out any further conveyance or assignment, become and be subject 
to the lien of this indenture. . . . 

Section 3. — The Company covenants and agrees that coupon 
bonds Nos. 1 to 2,069, inclusive, shall be promptly used for the purpose 
of retiring and exchanging the present outstanding bonds of the Com- 
pany to the amount of $2,069,000. . . . 

Section 4. — The Company covenants that this indenture is and 
will always be kept a first lien upon the premises and property 
described or mentioned in the granting clauses hereof. . . . 

The Company covenants and agrees that it will pay, when the 
same shall become due, all taxes and assessments. ... 

The Company further covenants and agrees that it will keep or 
cause to be kept the mortgaged premises ... in good repair, working 
order and condition, and equipped with suitable machinery and appli- 
ances and will renew and replace the same ... as may be necessary 
to such an extent that the general efficiency of said properties as a 
whole shall not be impaired and shall at all times be at least equal to 
their present standard. . . . 

Section S.— “The Company agrees that it will keep all buildings, 
structures, machinery and equipment stt any time covered by this 
indenture of a character usually insured by companies similarly 
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situated, insured against loss or damage by fire, to a Reasonable 
amount, loss to be made payable to the Company and to the Trustees 
as interest may appear. . . . 

Section 6. — The Company covenants and agrees that if it shall 
fail to perform any covenants contained in Sections 4 and 5 of diis 
Article, the Trustees may . . . and all sums so advanced by the Trus- 
tees or either of them or by any one on their behalf are hereby 
declared to be a lien upon the trust estate, in priority to the bonds 
and coupons. ... 

Section 7. — The Company will not sanction or permit any issue 
of additional shares of capital stock of any company of whose out- 
standing capital stock a majority in amount is or shall be pledged 
or assigned hereunder, or the issue of any bonds or debentures by any 
such company or the creation of any mortgage or other lien upon 
the property of any such company . . . unless simultaneously there 
shall be made effective provision that such indebtedness and the 
evidences thereof and such bonds, debentures or notes issued and 
such mortgage or other lien and all such additional stock . . . forth- 
with upon the issue or creation thereof shall be delivered to and be 
pledged with the Trustees hereunder and be made subject to all the 
trusts of this indenture. ... 

Section 8. — The Company covenants and agrees that the surplus 
quick assets over the liabilities of the Company other than the out- 
standing bonds issued under this indenture shall always be equal at 
least to $8,000,000 so long as the said outstanding bonds shall equal 
or exceed $8,000,000. . . . By the phrase “quick assets” is meant cash 
in banks, on hand and in transit, good accounts and short time bills 
and notes or similar securities received on the sale of products; raw 
material, material in the process of being manufactured, manufac- 
tured products and supplies. ... It is expressly understood and 
agreed that in the term “raw material” no ore, coal or limestone shall 
be included except such as has actually been mined. ... 

Section 9. — The Company covenants that . . . default ... it will 
. . . disclose ... to the Trustees secret processes and formulae. . . . 

Article Three 

Control of Pledged Securities 

Section 1. — ... the Company shall forthwith deliver the same 
. . . to the corporate Trustee. 
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Sectio.^ 3. — ^Unless and until . . , default ... the Trustees shall 
not , . . collect the interest , . . and the dividends paid out of earn- 
ings. . . . 

Section S. — ^Unless and until . . . default ... the Company shall 
ha^e the right to vote for all purposes not contrary to its covenants 
... all share of stock assigned or pledged hereunder . . . and . . . the 
Trustees . . . shall execute and deliver . . . proxies to vote upon any 
shares of stock. . . . 


Article Four 

Sinking Fund and Redemption of Bonds 

Section 1. — The Company shall . . . deposit with the corporate 
Trustee a sum in cash sufficient to pay the semi-annual interest . . . 
and for the purpose of creating a sinking fund . . . deposit ... an 
amount in cash (or in bonds as hereinafter provided) equal to the 
difference between $1,000,000 and the amounts required to pay the 
interest. . , . 


Article Five 

Remedies of Trustees and Bondholders 

Section I. — If one or more of the following events, herein called 
the events of default, shall happen, that is to say : 

(a) default ... of interest . . . or . . . sinking fund . . . ; 

(b) default ... in the observance or performance of any other of 
the covenants. . . . 

(c) an order shall be made for the appointment of a permanent 
receiver -. . . ; 

(d) any judgment or decree for a sum of money shall be entered 

against the Company and shall remain unsatisfied . . . then and in 
each and every case the individual Trustee, if the corporate Trustee 
deem it advisable . . . may enter into and upon all or any part of 
the lands. ... >»■ 

Section 7. — In event of any sale . . . the whole of the property 
subject to this indenture shall be sold in one parcel and as an entirety 
. . . unless the holders of a majority in amount of the bonds then 
outstanding shall in writing request the Trustees to cause said prop- 
erty to be sold in parcels. . . 

Section 18.~~-No holder of any bond or coupon shall have any 
right to institute any suit . . . unless such^older previously shall have 
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given to the corporate Trustee written notice of the Company's de- 
fault . . . nor unless also the holders of ten per cent in amount of the 
bonds then outstanding shall have made written request upon the 
Trustees, . • . 

Article Eight 

Releases of Mortgaged Property 

Section 1. — ^If at any time any property . . . cannot be advan- 
tageously used . . . the Trustees shall release the same from the lien 
and effect of this indenture upon the following provisions and con- 
ditions : 


Article Nine 

Possession until Default — Defeasance Clause 

Section 1. — ^Until some default ... the Company . . . shall be 
suffered and permitted to retain actual possession of all the prop- 
erty. ... 

Section 2. — If ... the bonds ... be paid . . . then ... all property, 
rights and interests hereby conveyed . . . shall revert to the Com- 
pany. . . . 

Section 3. — If any of the bonds shall not, within six years after 
the date when the bonds shall have become due and payable be pre- 
sented ... or the amount . . . deposited with the corporate Trustee 
for payment thereof . . . not be claimed . . . the corporate Trustee 
shall, upon demand, pay over to the Company any amount so deposited. 

Article Twelve 
Parties in Interest 

In Witness Whereof, Jones & Laxjghlin Steel Company has 
caused its corporate seal to be hereunto affixed and this indenture to 
be signed in its corporate name by. . . . 

The Trustee.— As in the case of the bond agreement where 
there is no mortgage, the mortgage is not made to each indi- 
vidual bondholder. It usually covers all or a very large part of 
the property of the corporation. Its provisions, as already 
indicated, cover a large number of details and amount in some 
cases to hundreds of printed pages. It is not feasible to mort- 
gage the corporation’s property piecemeal. Hence, the cor- 
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poration makes one mortgage to secure a large number of 
bonds. 'dJ'he mortgage runs t^ a trustee who holds it for the 
benefit of all the bondholders. There are thus three parties to 
the corporate mortgage, viz., the corporation, the bondholders, 
anS the trustee, "^he banker who buys the bonds in first 
instance dictates the choice of trustee, but the corporation 
mortgages the property in trust and pays the trustee's fees 
under the terms of the agreement.^ 

Although it is customary to speak of the trustee under a 
mortgage, usually there are at least two trustees, ^ne is a 
trust company which gives pertnanence to the trust and per- 
forms most of the functions. The other is an individual. The 
individual may be an employee of the trust company. It is 
customary to appoint an individual as well as a trust company 
because situations may arise in connection with property 
located in different states in which only an individual can func- 
tion satisfactorily. In such cases, court actions are filed in 
the individual trustee's name. 

; - Another point that deserves attention is the fact that 'Al- 
though the trustee is authorized under the mortgage to declare 
the mortgage to be in default and proceed to take action 
against the corporation, the trustee does not ordinarily do so, 
unless it is compelled to by written request of the specified 
number of bondholders. The trustee does not care to borrow 
trouble, nor does it care to incur legal expenses without the 
direct guarantee of their payment by the bondholders.'*^ Further, 
any action by the trustee might bring unfavorable market 
reactions in the price of the bonds and thereby cause friction 
with the bondholders. * 

Recording. -4n order to prevent more than one so-called 
first, second, etc., mortgage to be issued against the same prop- 
erty, mortgages are recorded in a public recording office. 
Ordinary real estate mortgages are recorded in the office of 
the county clerk and recorder. In the case of corporations, 
statutes permit some variations. In some states, mortgages 
can be filed with the secretary of stats ; in others, in the county 
where the principal business office is located ; in others, record- 
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ing must take place wherever property is located.! The effect 
of recording is to give notice to the world of the existence of 
the mortgage.'^Thus a dishonest mortgagor cannot foist sev- 
eral mortgages on persons by representing that each is a first 
mortgage to the same property. The prospective mortgagee 
can search the records and determine the facts for himself. If 
there is another mortgage which is unrecorded, it becomes a 
junior mortgage, provided the second mortgage is recorded 
first and provided the holder of the subsequent raortgage did 
not know of the existence of the unrecorded first mortgage, 
^he mortgages rank in the order of recording However, if 
the holder of the unrecorded first mortgage can prove (I say 
prove advisedly) that the holder of the subsequent mortgage 
knew of the existence of the first mortgage at the time of 
taking the second mortgage, then the second mortgage will not 
be prior to the first mortgage in spite of the earlier recording 
of the second mortgage. 

Type of Property Covered. — ^The corporation usually 
mortgages all property which can be mortgaged. This means 
that the'^iortgage usually covers both real property and per- 
sonal property now owned and to be acquired afterward/ The 
extent to which the mortgage is actually effective in reaching 
all the property of a corporation varies from state to state. 
For example, in New York a trading corporation cannot effec- 
tively mortgage its after-acquired current assets to the detri- 
ment of unsecured creditors, but a public utility can do so. In 
addition to the peculiarities of law, there is a problem of 
recording. Real property mortgages must ordinarily be re- 
corded in separate places from chattel mortgages. Hence, if 
the mortgage covers both real and personal property, it must 
be recorded in both places unless special statutes permit record- 
ing in a single place. In earlier times, the recording problem 
was one of the chief obstacles to the use of chattel mortgages 
in railway equipment financing. Under the earlier recording 
laws, it was necessary to record the mortgage in each county 
where the equipment wa? to be used. This involved prohibitive 
costs. Fortunately, statutes were passed to permit recording 
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equipment mortgages at the state capital for entire states, but 
there is still much room for improvement in recording acts 
govejFning other types of property. 

Closed Mortgages. — For convenience, corporate mortgages 
may be classified in three groups: (1) closed mortgages, (2) 
limited open-end mortgages, and (3) open-end mortgages. 

Closed mortgages are mortgages against which all the bonds 
that can be issued have been issued. That is, no more bonds 
may be secured by the lien of this mortgage.'^ Of course, a 
junior mortgage can be placed on the property and used to 
secure additional bonds, but the junior bondholders would re- 
ceive nothing until the underlying mortgage bonds had been 
paid in full. In case of foreclosure, the first mortgage receives 
all the proceeds from the sale of the property until the first 
mortgage is paid in full. Then the second mortgage is paid off. 
Then if anything is left over, it is paid on the third mortgage, 
and so on. The closing of the mortgage, therefore, limits the 
aihount of debt with reference to the value of the property so 
that there is more likelihood that the liquidation value will be 
sufficient to pay the debt in full. Closed mortgages^ can arise 
in several ways. The full amount of bonds authorized by the 
mortgage may be issued at once, thereby leaving room for no 
more bonds to be issued^ A second mortgage may be placed 
on the property and contain provisions forbidding the issue 
of additional bonds under the first mortgage, even though by 
its terms the first mortgage would permit further issues. 
Bonds, may be issued under limited open-end mortgage up to 
the limit specified. In all of these cases, the mortgage is closed. 

T^Open-end Mortgages. — ^The open-end mortgage does not 
fix a maximum amount of bonds that can be issued, but rather 
"limits the issue in terms of the economic protection of the 
bonds.'^ It permits new issues of bonds up to a certain per- 
centage of the value of new property acquired by the cor- 
poration.*^ It restricts new issues so that the interest charges 
are always earned a certain number of times in terms of 
demonstrated earning power to date.^ It may require that the 
corporation maintain a favorable current asset or cash position. 
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Ultimately, these are the things that make the bonds good or 
bad. The mortgage is designed to permit the corporation to 
expand and yet to assure protection in economic values behind 
the bonds. If these relative restrictions are complied with, fhe 
bonds can be issued in unlimited amounts. 

^"[[^imited Open^end*^ Mortgages.— ^he limited open-end 
mortgage is a cross between an initially closed mortgage and 
an open-end mortgage. It gives leeway for the issue of addi- 
tional bonds for purposes of expansion, but calfs a halt to 
further issue when a set maximum amount of bonds has been 
issued. '^This type was historically the second in the series. 
Early mortgages were of the initially closed type. All bonds 
were issued at once, and no more could be issued with that 
mortgage as security. This type was adapted to railroad 
financing in the early stages of railroad development in this 
country. It is largely responsible for the welter of mortgages 
found in the railroad field as compared with those on local 
public utilities and industrials. The local public utilities started 
with closed mortgage structures, but their growth was so 
rapid, particularly in the electric light and power field; that 
bankers began to make provision in the mortgages for financ- 
ing growth. Such provision first took the form of the limited 
open-end mortgage. However, the rapid growth of the indus- 
try fast outstripped estimates set up in the limited open-end 
mortgages. The company was still hampered. Finally, the 
bankers, apparently at the suggestion of Mr. Samuel Insull, 
developed a mortgage with no fixed limit as to amount of 
bonds that could be secured by it. This we have just called 
the open-end mortgage. 

-^Position of Series. — It should be noted that^if bonds are: 
issued at different times and in different series, all series stand 
on the same footing and share foreclosure proceeds pro rata 
if they are secured by the same mortgage. Different series may 
have different maturity dates, different interest rates, and may 
vary in other details without preventing their sharing equally 
with other series on foreclosure of the mortgagCi/ 
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^fter -Acquirg|L,JBi;^^ Clauses. — For the better pro- 
tection of the bondholders, it early became the practice to insert 
after-acquired property clauses in the mortgages. By these 
clauses, ^he corporation agreed that all property subsequently 
acquired by the corporation would become subject to the mort- 
gage and thus provide add^onal shrinkage values for the 
protection of the bondholders. In the case of closed mortgages, 
these clauses tended to bring more property behind a never- 
increasing amount of bonded debt, thus making the debt better 
secured. However, in the case of open-end and limited open- 
end issues these clauses tended merely to maintain the existing 
standard of security by causing property purchased with the 
proceeds of additional bonds to come under the mortgage 
securing those additional bonds. These clauses are desirable 
from the bondholder’s standpoint because they assure him that 
his bond will be protected. Thus, it would not be possible for a 
company to build a second plant, mortgage it to the hilt, and 
then abandon the first plant, leaving the bondholders having a 
mortgage on the first plant high and dry. The after-acquired 
property clause would prevent this by making the mortgage on 
the first plant attach to the second as soon as the corporation 
acquired the property. In contrast to the position of the bond- 
holders, the corporation frequently finds itself hampered by 
after-acquired property clauses. Not infrequently, it termi- 
nates their operation by merging or amalgamating with an- 
other corporation or evades them by some device : The subject 
of evasion is discussed in a later chapter. 

Complicated Mortgage Structures — Present day business 
organizations have grown up more from the absorption of 
other corporations than from gradual growth. The process of 
putting several corporations into one larger corporation has 
produced many complicated financial structures. Others have 
been caused by the necessity of placing additional mortgages 
on properties after the limits of underlying mortgages had been 
reached. It nof infrequently happens, therefore, that a mort- 
gage will be a first mortgage on part^of the property, a second 
mortgage on another part of the property, a third mortgage 
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on still another part of the property, and so on. This type of 
situation may be illustrated by the accompanying figure. 

(A) is the main line of the railroad. (B) is a branch and 
(C) is a branch. (1) is a first mortgage on two-thirds of the 
main line, a second mortgage on the B branch, and a third 
mortgage on the C branch and a part of the main line. (2) is 
a first mortgage on the B branch. It would be known as a 
divisional lien because it mortgages only a division of the 
railroad. (3) is a first mortgage on a part of the^main line 



and on the C branch. (4) is a second mortgage on the C 
branch and a part of the main line. In case of liquidation, the 
different sections would be accounted for separately, and the 
proceeds applied to the mortgages in the order of their priority. 
In case of reorganization, the bondholders would be forced to 
make sacrifices in accordance with the relative weaknesses of 
their claims against the earning power of the sections. In case 
of failure, the receiver sets up separate books for the different 
sections so that the earning power applicable to each set of 
mortgages can be determined with some degree of accuracy. 

Chattel Mortgages. — Mortgages which cover personal 
property are known as chattel mortgages. They take the form 
of a defeasjWe transfer of title as does the real ^s^te mort- 
gage, but they are far more simple and uninvolved. Also, as 
previously stated, they are normally recorded separately from 
real estate mortgages. Although corporations use individual 
chattel mortgages to some extent in acquiring property for 
their own use, such mortgages are more generally used in the 
course of selling goods to ^customers of the corporation. The 
chattel mortgage differs from the pledge in that, under the 
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mortgage, the mortgagor retains possession; whereas, tinder 
the pledge, he must deliver possession to the lender or to some 
party who holds for the lender. If possession is surrendered 
the lender, the pledge is terminated. The mortgage con- 
tinues^in force, regardless of the surrender of possession. 

v-/^^urchase Money Mortgages. — In purchasing property, 
payment is sometimes made by giving the seller a part of the 
consideration in cash and the balance in the form of a note 
secured by mortgage. The mortgage used in making payment 
for the property in first instance is called a purchase money 
mortgage because it is used in lieu of part of the purchase 
money. The purchase money mortgage transaction has certain 
peculiarities. It is held that the mortgage attaches to the prop- 
erty at the instant of transfer so that the property comes into 
the hands of the purchaser with the mortgage already on it. 
This means that the purchase money mortgage can be used to 
evade the after-acquired property clauses in a corporate mort- 
gage. By paying for property with a purchase money mort- 
gage, the corporation can give a good first mortgage on the 
new property. The after-acquired property clause will bring 
under the old mortgage only the equity of the corporation 
above the purchase money mortgage. The clause cannot reach 
a greater interest than the corporation has in the new property. 

Assumed or Subject To. — ^When a person or corporation 
purchases property against which a mortgage is already out- 
standing, he may take the property subject to the existing 
encumbrance, or he may assume the obligation against the 
property. In either case, he must pay the interest on the debt 
and pay the principal at maturity, unless he wishes to permit 
the mortgagee to foreclose and sell the property out from under 
his equity. But here the similarities of the two methods of 
purchase cease. If the purchaser buys subject to the mortgage, 
he merely takes title with the mortgage still outstanding against 
the property and without promising to pay the debt. But he 
has the right to pay the debt if he wants to. If the property 
becomes worth less than the amount of the mortgage debt, he 
can refuse to make any further payments. Then if the prop- 
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erty sells for less than the debt on foreclosure, the mortgage 
holder cannot hold the purchaser for the deficiency. The 
mortgage holder’s only redress is to sue the person who origi- 
nally borrowed the money. On the other hand, the purchaser 
who assumes the mortgage agrees to pay the debt. He can be 
held like the original borrower for any deficiency on fore- 
closure. In Pennsylvania, the purchaser must make the as- 
sumption promise directly to the holder of the mortgage if 
the mortgage holder is to enforce it; otherwise, the original 
borrower to whom the promise was made will have to enforce 
payment” of the deficiency. However, in most jurisdictions, 
the mortgage holder can hold the person who assumed the 
mortgage for the deficiency directly on the basis of his promise 
to the original borrower. 

References 

Badger, R. E., and Guthmann, H. G., Investment Principles and Practices 
(1936), Ch.7, 

Berle, A., Studies in the Law of Corporation Finance (1928). 

Bonneville, J. H., and Dewey, L. E., Organising and Financing Business 
(1936), Chs. 9, 10. 

Burtchett, F. F., Corporation Finance (1934), Chs. 7, 8. 

/Dewing, A. S., Financial Policy of Corporations (1934), Bk. I, Ch. 5. 
Duncan, K., Equipment Obligations (1924). 

Gerstenberg, C. W., Financial Organisation and Management (1915), pp. 
176-290. 

Lagerquist, W. E., Investment Analysis, (1921), Ch. 7. 

Page, R. G., and Gates, P. G., Work of Corporate Trust Departments (1926). 
Stetson, et al,, Some Legal Phases of Corporate Financing, Reorganisation, 
and Regulation (1917). 





CHAPTER 8 



SECURED DEBT 

Other Forms o£ Security. — ^The mortgage is not the only . . 

method of protecting creditors against loss. A variety of other ^ 

methods have been used. These include the use of leases, con- 
ditional sales agreements, trust receipts, pledges of collateral, 
and promise^ to give ratable security in case the properties 
are later mortgaged: These legal devices are discussed in this 
chapter. i 

**^y^llateral Trust Indentures.-AlIolding corporations, whose I 

assets include large amounts of securities of other corpora- 
tions, frequently better secure the bondholders by pledging the 
securities that they hold, as collateral under the bond indenturey" 

It would be possible to mortgage securities and leave them in 
the hands of the borrowing corporation, but the moral hazards i- 

are shch that it is not ordinarily desirable to leave in the hands 
of the corporate managers, negotiable and quasi-negotiable 
securities that have already been borrowed against. Hence, it I 

is customary for the corporation to deliver them to a trustee 
to hold for the protection of the bondholders. Too much grief * 

has come from cases in which the corporation executives have ^ 

sold bonds against securities and then turned around and 
pledged the same securities with banks in order to secure bank 
loans, for loose arrangements to persist in these matters. 

After securities are turned pv^^ to the trustee under the ; ' 

bond indenture, the corporation is permitted to act with refer- 
ence to them quite as though they had not been deposited* It is I 

permitted to receive the interest and dividends paid on the 
collateral, provided it has not defaulted on its own bonds. ^ 
However, payments of principal are made to the trustee and 
not to the corporation. This safeguard is necessary to protect 
the security behind the cpllateral trust bonds. In the case of 
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voting stocks of subsidiaries, directors’ qualifying shares are 
carried in the names of directors designated by the corpora- 
tion. The proxies for other shares are turned over to the 
corporation with the right to vote them on all routine matters 
of corporate policy* However, in case of fundamental changes 
of the subsidiary company structures, the right to vote the 
shares is usually restricted. If new bonds are voted for the 
subsidiary, it is common to require that they be deposited as 
further collateral under the collateral trust indenture^ If the 
voting stock of the subsidiary is increased, it is common to 
provide that it shall be deposited under the collateral trust 
bond. In no event should the indenture permit non-deposited 
stock increases to shift control from the collateral trust issue. 
It is also common to provide that no proxy shall be voted for 
a purpose inconsistent with, the mortgage and that the trustee 
shall vote all proxies during defaults. Other types of provi- 
sions cover amalgamation, merger, sale of assets, reorganiza- 
tion, stock dividends, and inspection of books of the subsidiary 
corporation. 

The covenants may provide that no more bonds of equal 
rank shall be issued against the same collateral. However, if 
the corporation is a growing enterprise, or has pledged the 
securities of a growing enterprise, some method must be found 
for financing that growth. This provision can be made by 
niaking the collateral trust issue limited open end or open end. 
New bonds can then be issued to provide funds for the expan- 
sion of underlying companies. The underlying companies can 
then issue securities to the parent company in payment for the 
new funds and the parent can pledge the new securities of the 
subsidiaries under the collateral trust indenturey Naturally a 
well-drawn collateral trust indenture will not permit all the 
• expansion funds to be provided by the sale of bondsT Such a 
policy would ultimately cause an excessive amount of bonds 
to be outstanding. Hence, bonds are restricted to a ratio of 
' “■ the new capital provided and are issued only on proper evidence 
of the expenditures by the subsidiaries. 

In the early collateral tmst agreements, provision was not 
ordinarily mtde for substitution of collateral. But in the 
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1920^8, substitution provisions became very common. The 
substitution provisions give greater flexibility to the holding 
company structure, because securities can be vrithdrawn and 
others substituted in their place. Such flexibility permitted the 
regrouping of public utility properties and the shifting of them 
from one holding company group to another. Large area com- 
panies were thus built up. The trouble with a substitution 
provision is that it is difficult to make the provision foolproof. 
Some of the earlier provisions permitted the release of col- 
lateral only if United States Government bonds were substi- 
tuted in the amount of the par value of bonds released as 
collateral, or in the amount of the value of stock released. 
This type of provision was harsh on the corporation in that 
the rate of interest on government bonds was ordinarily less 
than the rate paid by the corporation on the collateral trust 
bonds. Thus the corporation was in effect borrowing money 
at, say, 6%, and using it to carry government bonds paying, 
say, 4%. It would have been better to have made the collateral 
trust bonds callable and to have provided for the calling of an 
amount of bonds equal to the value or a ratio of the value of 
collateral released. 

From the rigid type of substitution provision mentioned 
above, the financial community went to the opposite extreme 
of permitting substitution of securities if the market value of 
the new securities was equal to that of the released securities 
or was a specified percentage of the collateral trust debt. That 
type of provision proved disastrous to the investor because 
substitutions could be made when the substituted securities 
were selling in the markets at excessive, if not highly artificial, 
prices. 

As a general procedure, it is probably desirable to limit 
carefully the powers of substitution. Provision can be made 
for the calling of a portion of the old issue, in ^se collateral 
should be released. As a general procedure, it is probably also 
desirable to limit the issue of additional collateral trust bonds 
under the same indenture to such amounts as are necessary to 
finance the subsidiaries whose sectrities are already pledged. 
If other subsidiaries are to be acquired, their securities can be 
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pledged under a new indenture. The holding corporation may 
not be able to give as great diversification of collateral as 
would otherwise be possible, but the hazards to the bondholders 
would be materially reduced. In addition to these safeguards, 
a good collateral trust indenture should cover collateral of 
independent value. If the securities pledged are those of an 
incomplete business unit, or one so interwoven with others 
that it could not be sold on an independent basis, it is obvious 
that the collateral trust bondholder could realize little in event 
of a forced sale of the collateral backing his bond. 

Negative Security.— Debenture bonds are ordinarily more 
than a mere promise to pay.'^ They usually contain a vast 
amount of detail which restricts the corporation. A common 
restriction 's to provide that, if the corporation places a mort- 
gage on its premises after the bonds are issued, it will secure 
the present issue ratably with the new one. This type of pro- 
vision is likewise made applicable to the giving of collateral 
security, However, the corporation is usually permitted to 
pledge securities on short-term loans in the regular course of 
business without bringing this clause into operation. This 
exception has usually proved the weak spot in the negative 
provision. When a -company gets into difficulties, it normally 
first exhausts its short-term credit. By the time a severe 
failure is in prospect, its collateral has already been pledged 
under the exception, and the debenture holders are left with 
scant protection. However, such restrictions should be inserted 
for what little protection they do afford. As will be pointed 
out in a later chapter, these clauses can also be evaded by the 
use of subsidiary corporations. 

v/ 

Lease. — number of devices have developed to permit 
corporations or individuals of doubtful credit to purchase 
^uipment. Amon^^ these^is the lease.^ It has been very thor- 
oughly tested in the railroad field, and its use there offers as 
good illustrations as any. However, it is used extensively in 
connection with the sale of boats, of durable goods to con- 
sumers, and of machinery n^nufacturing corporations. 

'Pe lease^ scheme is simple. ^ of selling the property 
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to the corporation, it is leased to the corporation. The corpora- 
tion makes an initial payment which will cover any near-term 
depreciatipn in the value of the equipment. It then pays rental 
installments which cover interest on the investment in the 
equipment plus a part of the principal. The principal is paid 
off much faster than the equipment depreciates. Thus the 
lessor is protected against loss. The contract provides that, 
when a specified amount has been paid in rentals, the lessor 
will sell the property for a nominal sum/ This arrangement 
has the advantage that the corporation is not given title to the 
property until it is paid for ; so creditors are not able to seize 
it in satisfaction of other debts of the corporation. Further, 
since the remaining rental payments are usually far less in 
amount than the equipment is worth, the company cannot 
afford to default on payments, and lose the right to complete 
the payments and purchase the equipment. If the company is 
thrown into receivership, the creditors will be eager to have 
the receiver continue payments so that they can realize the 
equity that the corporation has in the lease contract. The fact 
that the corporation does not have title to the equipment also 
strengthens the lessor’s position legally, if the corporation goes 
into .receivership or bankruptcy. It also prevents after-acquired 
property clauses from attaching to the property. Hence, this/ 
is a common device for financing when after-acquired property* 
clauses hamper the borrowing of money directly. 

Financing the Leased Property.— It is obvious that some- 
body must supply the funds that are tied up in the property 
which is being paid for under the agreement. The manufac- 
turer can carry the burden if he has sufficient free funds to 
pwmit him to replace inventories and pay operating expenses 
in repeating the process; but usually he needs the payment 
from the first equipment in order to finance further manufac- 
turing operations. In this case, he can place a mortgage on 
the equipment subject to the lease and pledge the lease contract ' 
under the indenture. Then he can sell bonds to the public to 
raise the difference between the pii^rchase price and the initial 
payment of the corporation purchasing the equipment under 
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the lease scheme. Or he may sell certificates of participation in 
a trust to which he transfers the equipment and the lease con- 
tract. The lessee of the equipment is protected because the 
lease will h»e priority over any mortgage subsequently placed 
on the property. Hence, the company purchasing the equip- 
ment under the terms of the lease can always live up to the 
agreement and secure title to the equipment. The bondholder 
or certificate holder is protected in that he can enforce the 
terms of the lease and can always get property worth more 
than the amount of the bonds or certificates outstanding. 
Usually bonds issued under equipment trust plans mature 
serially. That is, they are paid off with that part of the rental 
payments, which is in excess of interest requirements. In this 
way, the debt against the equipment trust is reduced periodi- 
cally. The accompanying diagram will show how the economic 
protection of the bondholders enhances as time passes. 



The vertical readings show the ratio of debt to remaining 
value of equipment. The debt at the start is 75% of the value 
of the equipment. At the point where the last horizontal line 
is drawn, the debt is less than 50% of the total value %f the 
equipment. The equipment will have several years of life after 
the entire debt has been paid off. 

If the property is subject to insurable hazards, the lease 
agreement may provide that the lessee carry insurance on it, 
the insurance to be payable to the lessor. Provision for proper 
maintenance and repairs will be made. Clauses will cover the 
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replacement of lost or destroyed equipment. Other clauses will 
cover the maintenance of name plates and other means of 
identification. As much care should be used in drawing the 
lease as in drawing the mortgage. Many of the problems are 
the same. 

Conditional Sale. — ^The conditional sale method proceeds 
on the same theory as the lease, that is, the title is to be with- 
held from the company until the equipment is paid for. In 
this way, after-acquired property clauses are evaded, ^and 
th^ equipment can be financed on^^ independent^^ 
essence of -“the donditidhal sale" is that tifle to t he^ ej ^uip ment, 
by the terms of the contract of sale, do^s ndf^Sss to the pur- 
chaser until the last payment l^s been made. The .^ purchaser 

maEes an initial payrhent in excess of any near-term depre- 
ciation of the equipment. The installments then pay off the 
balance faster than the property loses value/ The conditional 
sale contract and the property subject to the contract can be 
mortgaged in the same way that a lease and the property sub- 
ject to it can be mortgaged. Bonds can then be sold to the 
public in the same way. Other details of the procedure will be 
I the same, '^he ^qnly practical distinction between the lease and 
conditional sal es mShods JsThat , they use different .legal prin- 
|Ciples for a common end. In some jurisdictions, the condi- 
tional sale not "so strong legally as is the lease 

method. Hence, the lease method is more generally used in the 
railroad equipment field. Other types of property are sold on 
methods best adapted to the particular jurisdiction. Recording 
laws frequently require that conditional sale agreements be 
recorded. This may not be the case with leases. Hence, there 
is a recording advantage in favor of the lease. Though Penn- 
sylvania now has a statute dealing with conditional sales, it 
formerly did not recognize them. It did recognize the lease 
transactions. Consequently, Pennsylvania was the cradle of 
the lease method. It was first used on canal boats in the early 
ISOG's and later adapted to all types of transactions. The 13^ 
^method has come to be known as the Philadelphia j^^n. In. 
contrast, the ^ondition^^ New York 
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and is known in the railroad equipment field as the New York, 
plan. The purchase money chattel mortgage has also been used 
in the " railroad field since modern recording statutes were 
adopted. However, the lease method is still the most common 
method of financing equipment in this field. 

Title Documents. — The seller of goods frequently wishes 
to retain title and control over them until he is paid. This 
can be done in certain classes of cases by retaining title docu- 
ments. The order bill of lading issued by transportation com- 
panies is a title document. The order bill of lading makes the 
goods deliverable to the party named in the bill or to his order. 
The transportation company will not deliver them without 
surrender of this bill. Hence, by retaining the bill, the seller 
can retain title until the goods are paid for. It is common to 
attach a draft to the bill of lading and send the draft through 
regular banking channels for collection. On payment of the 
draft, the bank presenting the draft for payment will release 
the bill of lading. The bill of lading can be pledged with the 
bank to secure a loan, but ordinarily the goods must be 
removed from the transportation company promptly. In this 
case, the goods are stored in a warehouse and a negotiable 
warehouse receipt secured. The warehouse receipt can then be 
pledged with the bank or other creditor. The negotiable ware- 
house receipt carries title to the goods, and the warehouse will 
not deliver the goods without surrender of the receipt. The use 
of the documents thus affords a means of securing lenders. 
Automobile title laws are fast giving us another type of title 
security. However, in all cases, care must be exercised to 
insure that the document really carries title. A straight bill of 
lading or a non-negotiable warehouse receipt is not suitable 
security for a loan. The transportation company or ware- 
houseman can legally deliver the goods without surrender of 
the non-negotiable receipts. 

Trust Receipt— The trust receipt is used both in connec- 
tion with title document transactions and as an independent 
security. In connection «with bill of lading and warehouse re- 
ceipt transactions, the bill of lading is released in trust to the 
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purchaser of the goods to permit storage of goods in the ware- 
house. The trust receipt merely recites that the signer (the 
purchaser) has received the documents as the property of the 
party for whose account the trust receipt was issued. This 
procedure prevents legal title from vesting in the purchaser. 
However, because the documents released are negotiable, the 
purchaser can wrongfully negotiate them and give good title 
to a third party. The trust receipt is of little protection in cases 
of dishonesty. It serves primarily to prevent one creditor from 
levying on goods supplied by another creditor. 

In addition to its use in releasing documents temporarily, 
the trust receipt is also used as an independent method of 
securing creditors. The goods themselves may be released 
under a trust receipt. Thus an automobile sales company 
might buy cars from the manufacturer. Since it did not have 
sufficient capital to pay for the cars, it might arrange with a 
finance company to put up part of the purchase price. The 
manufacturer would then draw a draft on the finance com- 
pany, attach the bill of lading to the draft, and forward both 
of them for payment. The finance company would pay the 
draft, detach the bill of lading, and release it on trust receipt 
to the sales company. In the trust receipt, the sales company 
would recite that it held the goods as property of the finance 
company. Title would never pass to the finance company until 
the terms of the agreement had been met. However, the agree- 
Iment would provide for resale of the cars and the turning over 
of the proceeds to the finance company. This would make the 
sales company virtually an agent of the finance company in 
selling the cars. Hence, the purchaser would be protected and 
would receive good title to any car he purchased. And if the 
sales company misappropriated the purchase money, the finance 
company rather than the purchaser would bear the loss because 
the finance company had placed the sales company in a position 
to divest it of title. The moral hazard is great in this type of 
|security. |However, where the party is strictly honest, but of 
Jpoor credit, the trust receipt performs a very useful function. 
In the poor credit case, the chief coficern of the seller is to 
prevent the other creditors of the business from levying on the 
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goods that he delivers. The purchaser’s business can go on. He 
can sell goods and not only pay for them, but make a profit. 
But if old standing creditors levy on all new goods he puts in 
inventory, he cannot get companies to supply new goods on 
credit, nor can he work out of a bad situation. The trust 
receipt partially meets this problem. It leaves title in the 
financing party. That title can be wrongfully divested by the 
purchaser, but the creditors cannot levy on the goods because 
they cannot reach any better interest in the goods than the 
purchaser has. Thus the creditors are held at bay. 

A few cautions are in point. The legal status of the trust 
receipt is far from settled in some jurisdictions. In some, it is 
considered a subterfuge to take the place of a chattel mortgage 
and must be recorded to be effective. Secondly, a trust receipt 
cannot validly arise by having the purchaser go to a bank and 
sign such a receipt after he has received title to the goods. 
Title can never vest in the purchaser before the trust receipt 
is uttered; otherwise, the whole transaction will be defective. 
This type of transaction would be a clear case of evasion of 
chattel mortgage statutes, and the courts would hold it invalid 
as a trust receipt transaction. Correct procedure is for the title 
to go to the bank or finance company via bill of lading and 
then possession of the goods go to the purchaser from the 
bank via the trust receipt. 

Although the trust receipt has been used extensively in the 
automobile trade, it was developed and finds its chief use in 
foreign trade transactions. Banks that finance importations of 
foreign goods use the trust receipt on a considerable scale. 
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CHAPTER 9 


EXTINCTION OF BONDS 

Extinction of bonds covers methods of eliminating particu- 
lar bond obligations. Such elimination may be by operation of 
sinking funds, by serial retirement, by refunding, by converr 
sion, or by bulk payment at maturity. The necessity for 
extinguishing debt varies with the circumstances of the cor- 
poration. In some cases, debt should be eliminated entirely 
within a rather definite period of time; in other cases, it might 
well be practically permanent. Bonds against minerals, timber, 
and like natural resources should obviously be paid off as the 
resources are exhausted. Steamship and railroad equipment 
bonds should be eliminated as the ships or equipment decreases 
in value. What has been said as to mining resources should 
likewise apply to bonds issued against fixed property in the 
community. Power company property, railroad branches, and 
so forth, will be of negligible value after the resources of a 
mining community have been exhausted. Provision should be 
made for the payment of bonds on such properties just as 
though the bonds were issued against the mining resource 
itself. On the other hand, bonds of permanent companies in 
permanent communities might well be put out for long periods 
of time because of the long-term demand for the service of 
such companies. However, where the visibility of future de- 
mand for services or products is bad, as is the case of securities 
of public utility companies in the Tennessee Valley Authority 
area, progressive debt reduction is a desirable protection for 
the lender. If visibility later becomes better, it is always 
possible to sell more bonds, but in the meantime the investor 
has been protected. What is here mentioned is reduction of 
indebtedness, as well as extinction of bonds. Reduction of 
indebtedness is sometimes distinguished from extinction of 
bonds because some forms of bond extinction merely result 
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in the substitution of one bond issue for another without any 
reduction in the total indebtedness of the corporation. 

^-**^inking Funds, — ^The sinking fund provision is one of the 
most common provisions in bond indentures. X^riginally^ sink- 
ing fund provisions provided for the creation of a fund for 
the ultimate payment of the bonds:' Today the phrase, sinking 
fund, has taken on a much broader significance, ^t covers not 
only funds set aside for ultimate retirement of the bonds but 
funds which are used immediately to retire some of the bondsf 
Sinking fund provisions are ordinarily inserted in bond j 
indentures for one of three reasons: 'fl) to provide for the 
ultimate repayment of the loan, or (2) to strengthen the ratio ! 
of debt to property, or (3) to assist in maintaining the market/ 
price of the bond issued If the object of the provision is to 
provide means for paying the debt, the funds may be set aside 
in a cash deposit until required, invested in marketable securi- 
ties, or used directly to retire the debt as funds become avail- 
able.*^ If the object is to strengthen the ratio of debt to 
property, the funds will be used to purchase bonds of the same 
issue or underlying bonds or to purchase additional property. 

If the object is to maintain the market price of the present 
issue, the funds will be used to purchase bonds of the pre^nt 
issue in the open market and thus reduce the floating supply. It 
is obvious that'ihe chief purpose of a sinking fund for an 
open-end mortgage issue is to maintain the market price of the 
issue'f Otherwise, why should the ‘provisions be so drawn that 
the company will be putting out new series of bonds secured 
by the same mortgage when it is paying off, through sinking 
funds, other bonds secured by that mortgage? Bankers insert 
a sinking fund provision in these cases because it provides for 
purchase of a definite amount of bonds which will be taken 
permanently out of the market. This helps maintain the price 
and thereby keeps a satisfied clientele for the banker who sold 
the bonds. 

^ Sinking fund provisions which require large sums of money 
to be set aside against flthe^ ultimate retirement of the bonds 
are generally uneconomical. A cash deposit cannot ordinarily 
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earn as much return as the interest the company is paying on 
the bonds it is to retire, it would be far more economical t^ 
pay off the^ bonds immediately and stop the interest payments. 
Also, unless the fund is safeguarded, it may be misappropri- 
ated so that the bondholders will not be protected after all. 
Private bond indentures usually provide that sinking funds be 
placed in the hands of the trustee under the indenture. Sinking 
funds in government bonds have had a scandalous history. 
Today government bonds tend to be of the serial maturity type 
ai^ thus avoid sinking funds. 

Sinking fund provisions which permit the money to be 
invested in outside securities are also undesirable. First, it is 
difficult to get as high a return on an outside investment as the 
interest rate being paid for the use of the funds. Second, there 
are substantial risks connected ^ith outside irwestments which 
may result in ultimate loss to the company. The executives 
may be excellent managers of a steel mill but very poor invest- 
ment analysts. The results may be disastrous. Further, 'Ithe 
securities may be fnisappropriated if not carefully safeguarded 
by restrictive covenants.^ 

The sinking fund invested in underlying bonds is satis- 
factory if it is set up properly, "^t reduces the prior debt and 
makes the present issue much nearer a first mortgag^ nearer 
the rails, as they say of railroad obligations, 'flowever, the 
• underlying bonds should be kept alive in the sinking fund until 
'the entire underlying issue is redeemed.^^They should not be 
canceled. This can be readily illustrated by the following ex- 
ample: suppose property is worth $1,500,000, that there is a 
first mortgage for $500,000 and a second mortgage for $500,- 
000 with a sinking fund provision in the second mortgage for 
the redemption and cancellation of the first mortgage bonds. 
$200,000 of the first mortgage bonds are purchased and can- 
celed. Later the property is liquidated for $400,000. In the 
liquidation, the remaining $300,000 of the first mortgage 
bonds will be paid in full and the second mortgage bondholders 
will receive $100,000 or 20 cents on the dollar. However, if 
the first mortgage bonds had been kfept alive in the sinking 
fund for the second mortgage bonds, the trustee of the second 
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mortgage bonds could have presented them for payment on 
equal terms with the other first mortgage bonds. The second 
mortgage bondholders would then have received two-fifths of 
the $400,000 obtained in the liquidation. Thus, they would 
have received $160,000 instead of $100,000. Their return per 
dollar would have been 32 cents instead of 20 cents. 

Sinking funds may also be reinvested in the property. This 
process decreases the ratio of debt to property and gives an 
additional margin of possible shrinkage before the bondholders 
will be injured by decreasing property valuesT^ Tfiis method 
may be of limited protection because the costs of the added 
property may be padded or because the betterments may be 
entirely unproductive of earnings. 

Amount of Annual Sinking Fund Requirement. — ^The 
amount of the annual requirement may be determined in a 
number of ways. It may be a fixed annual amount or an 
amount which varies with some changing base. The fixed 
amount assures the bondholder that the debt will be reduced 
or provided fdr on a definite calculable scale. It may be asked, 
why provide a sinking fund if this is to be done? Why not 
make the bonds come due in series ? Why not let the amount 
of bonds specified in the sinking fund come due each year? 
The answer is that the breaking of the issue into many series 
ivould make each different maturity sell as a separate issue. 
Thus when this type of provision is used, the marketability 
would be limited by the size of the issue, as well as by the lack 
of speculative possibility that the bonds might be called for 
sinking fund at a slight premium when this type of provision 
is used. There is a certain speculative appeal to the sinking 
fund provision which provides for the use of the sinking fund 
installment to purchase bonds of the same issue, the bonds to 
be called at a premium if sufficient tenders are not made below 
the call price. In Europe, governments frequently provide for 
the calling of a few bonds at several times their par in order 
to induce the individual purchaser to pay a better price in hope 
that he may be the lucky 4iolder of the called bond. Further, 
waiving the speculative attraction, if certain bonds were speci- 
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fied for payment, the banker would be unable to support the 
market for the issue in times of market weakness and then 
tender the bonds to the sinking fund. Nevertheless, as ex- 
plained later, serial maturities are used considerably in con- 
nection with government, railroad equipment, and steamship 
financing. Here, the maturity can be adjusted to the receipt of 
revenue or the deterioration of the property. 

Variable Sinking Funds. — ^The variable sinking-fund pay- 
ment is setup on a variety of bases. It may be based on gross 
revenues, net income, traffic, tonnage, or expenditures of cer- 
tain types. To be of any significant protection to the bond- 
holder, the variable sinking fund must be compulsory. If it 
depends on the whim of the directors, stockholder interests will 
control when those interests are antagonistic to bondholder 
interests. The compulsory sinking fund is made variable 
primarily to meet the economics of the particular type of 
company. Thus, in the case of a mining company, the com- 
pany would be embarrassed by having heavy fixed sinking 
fund payments during slack phases of the business cycl^, and 
^^1^^ bondholder might find his security depleted if the minerals 
^ere taken from the ground faster than the fixed sinking fund 
payments made good the loss. To meet this situation, the bond 
indenture should provide for payments to sinking fund on a 
basis of the tonnage mined. Timber could be treated the same 
way. Obviously, a serial bond issue would be no more satis- 
factory in this case than would a fixed sinking fund provision. 
The net income type of provision is designed to prevent finan- 
cial embarrassment of the company by providing that there 
shall be no payment until after expenses and bond interest have 
been provided for. Of course, the terms of variable sinking 
fund provisions are limited only by human ingenuity. 

Sources of Sinking Funds. — Sinking funds are normally 
set up out of the earnings of the business. Each year the 
directors set aside the amounts required instead of paying 
them out as dividends.^ However, in the public utility field it 
has been common to sell junior seoRirities to obtain funds to 
meet sinking fund requirements. This practice is of no con- 
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cern to the bondholder. His concern is that, funds shall be 
provided to reduce the amount of the debt or increase the 
property behind the debt. If the corporation prefers to sell 
stock which will be junior to the bonds rather than to reinvest 
earnings, that is not the bondholder’s concern. Only should 
the stock issues tend to influence dividend policies to the extent 
of draining away too much cash and thus embarrassing the 
corporation, would the bondholder care. 

Sinking Fund Reserves — ^As has been indicated^ the sink- 
ing fund is a fund of assets, resources earmarked for a definite 
purpose. The sinking fund is sometimes confused with the 
sinking fund reserve. 'The sinking fund reserve is merely a 
bookkeeping entry which indicates that a portion of the surplus 
earnings of the business have been earmarked for the retire- 
ment of the bonds and are not available for dividends or other 
corporate purposes^^ The sinking fund reserve is a surplus 
reserve because the funds which it offsets represent an excess 
of assets over liabilities plus stated value of the capital stocl^ 
After the funds have been applied to reduce the amount of 
bonds outstanding, the assets and bonded debt will be reduced ; 
but the excess of assets over liabilities plus the stated value 
of the capital stock will remain the same. Sinking funds 
obtained by the sale of stock or junior bonds will not give 
rise to a sinking fund reserve on the books of the company. 
Neither will they result in an increase of surplus because an 
equivalent amount of stock or junior bonds will be added to 
the liability side of the balance sheet. 

Serial Redemption — indicated, serial redemption splits 
a bond issue into several small issues. Since changing interest 
rates affect the prices according to maturities, the different 
maturities tend to sell at different prices. If they were origi- 
nally sold at a price differing froni par, they would have been 
priced differently from the start'^ Only for brief periods in 
the business cycle are interest rates for differing periods suffi- 
ciently close together to make all series sell together. Despite 
the handicaps of serial issQes, they are, as already stated, used 
in several important lines. In the railroad field, the bulk of 
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equipment obligations is sold to institutional investors. They 
purchase on a yield basis and are not particularly concerned 
with the marketability feature previously discussed. In fact, 
the demand is so good for this type of security that the market- 
ability influence of the size of "the issue is unimportant. In the 
government field, the hazards of political dishonesty are such 
that a sinking fund is impracticable. Serial redemption seems 
tto be the best way to prevent theft and insure that government 
projects are paid for during their lifetime. In the steamship 
field, deterioration in the property is both regular and per- 
sistent and thus lends itself to this type of issue. For the most 
part, serial redemption is desirable only when specific assets 
such as ships, or equipment, stand behind the particular lia- 
bility, when such assets decrease in value during the lifetime 
„ of the debt, and when the decrease in value is at an orderly 

i rate. As has been noted, serial redemption is undesirable when 
degl^ion of assets is irregular as in mining. 

is accomplished by selling a new 
issue of bonds to pay off an old one. The bonds may be sold 
to the general public, for cash, and the cash used to pay the old 
issue at .maturity or when called. Or the bonds may be offered 
to the old bondholders in exchange for their holdingf Refund- 
ing is (Shimon among permanent corporations/ The same 
conditions which in® the first instance dictated the desirability 
of borrowing usually dictate a continuance of borrowing. In 
the public utility fields, where large amounts of capital have 
been sunk to produce a relatively small annual return, earnings^ 
are not sufficient to provide for expansion, let alone pay off 
old bond issues. The ratio of property to annual gross reve- 
nues in the electric light and power industry is commonly $5 
of plant for every $1 of gross revenue. The dollar of gross 
revenue must pay all operating expenses, interest, and divi- 
dends. From 1902 (the date of the first census of the 
industry) to 1927, the electric power industry doubled every 
five years. Had no operating expenses, interest, or dividends 
been paid, the industry would hav^ been just able to finance 
expansion from gross revenues. Obviously, in such industries 
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most debt must be refunded. The only alternative is sale of 
stock, and this reduces the a'Svantages obtained by trading on 
the equity. Not only this, but serious losses may result from 
the sale of stock because the stock market may be temporarily 
unfavorable when the bond market is favorable to the sale of a 
refunding issue. 

Bonds may be refunded before maturity. Such refunding 
is ordinarily undertaken for one of two reasons : ( 1 ) to reduce 
interest charges and (2) to avoid restrictive covenants. Inter- 
est charges may be reduced by taking advantage ""of lower 
prevailing interest rates or by strengthening the financial struc- 
ture of the corporation. If a corporation has issued bonds 
when prevailing interest rates were at 6% and the market rate 
is now 4%, it would pay the corporation to call in the old issue 
and replace it with a new one, provided it had sufficient time 
to run so that the banker’s commissions and the call price could 
be saved through the difference in interest rates. This can be 
noted in this example in which high interest rates are assumed. 

Assume that the amount of the outstanding issue is 
$1,000,000, that it bears 6% interest, is callable at 110, and 
has 70 years to run. A new issue sufficient to pay off the old 
issue and running likewise for 70 years can be sold to bankers 
at 80 if it bears 4% interest and provides for the retirement 
of the amount issued in excess of $1,000,000 in equal annual 
installments over the life of the issue. 

In this problem, the comjjarative future costs are as follows : 


Old issue 

Principal due in 70 years $1,000,000.00 

Annual interest 60,000.00 

New issue 

Principal due in 70 years 1,000,000.00 

Annual interest on $1,000,000 @ 4% ..... 40,000.00 

Annual amortization burden 16,029.41 


(The annual amortization burden is found as follows: 

, £ • amount of old issue times call price 

Amount of new issue = r : ^ 

price of new issue 

^ $1,000,000 times 110 

~ 80 

= $1,375,000 
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‘Amount to be amortized = amount of new issue minus amount of 

old issue 

= $1,375,000 minus $1,000,000 
= $375,000 

Annual amortization burden = amount to be amortized times the 

amortization factor 

= $375,000 times .0427451 

, • = $16,029.41 

. ^he amortization factor is the percentage of the amount 

( To be amortized which must be set aside each year to pay 
interest and principal by maturity^ Tables are given in mathe- 
matics of finance books.) The principal due in 70 years is the 
same, that is, $1,000,000 for both issues; so that item does not 
affect the comparison. Therefore, the saving resolves itself 
into a comparison of the annual interest on the old issue and 
the interest plus amortization on the new issue. Hence, the 
annual saving is $60,000 minus ($40,000 plus $16,029.41) or 
$3,970.59. If it is desired to' determine the saving over the 
70-year life of the issue, the present worth of an annuity of 
$3,970.59 for 70 years at the present effective rate of interest 
can be found. 

This problem has been worked on the basis of a small 
issue of bonds. However, in actual refunding operations the 
amounts involved are usually much more substantial and the 
aggregate savings proportionally greater. 

Sometimes the financial structure of a corporation is ex- 
ceedingly complex. In the course of growing, the corporation 
has created a welter of intermingled liens on its properties. 
These puzzle the investor. Other things being equal, the in- 
vestor will purchase a security he understands in preference 
to one that he does not understand. Because of this tendency 
the corporation must pay a higher rate of interest to attract 
investors to its complicated securities. Hence, if the corpora- 
tion can put through a refunding operation and strip its 
properties clean, it may be able to replace a multitude of issues 
with a single large issue that can readily be understood by the 
investor. Since the new issue can be understood, it will be 
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salable at a lower rate of interest. This matter is also touched 
on in the chapters dealing with consolidations. 

Corporations are also crippled by restrictive provisions in 
bond issues. They not infrequently fail to foresee their future 
growth requirements and enter into unwise restrictions on 
their right to borrow, consolidate, or engage in certain lines of 
business. Whenever such restrictions cramp too severely, the 
corporation can always rid itself of the restrictions by calling 
the issue for payment and starting its financial structure over 
again. - ^ 


^dEtefunding at Unfavorable Times. — In every depression 


period, some companies are caught with important bond ma- 
turities. They may have to pay off 4% bonds when it costs 
6^ to borrow. The conversion of a substantial amount of 
low rate debt into high rate debt seriously depletes the earnings 
available for common stock. Usually it is unsafe to borrow 
on short-term notes because recovery may not have sufficiently 
restored earning power to permit the corporation to handle the 
maturity of the short-term notes. Such notes constitute a 
constant threat to the corporation’s solvency. Therefore, in| 
many instances it is preferable to sell long-term bonds at the | 
high interest rates. In such cases the bonds should be made 
callable at a slight premium, and the interest rate be made 
high enough to make them salable at or above par. Then 
when the corporation’s credit is restored and interest rates 
have fallen, the company can refund the issue at a minimum 
cost. It is better to sell a 20-year, 6% issue at par than to 
sell a 20-year, 4% issue at 77 . If the first is to be refunded 
in two years at 102, the company will have to absorb merely 
the 2-point premium. If the latter is to be refunded, the 
company will have to absorb 25 points of discount and prem- 
ium. Obviously, the thing to do is to anticipate this refunding 
and offer the higher rate at the start. The extra 2% for two 
years is slight compensation for the 23 points discount on 

Conversion. — Bonds hawing the conversion privilege are^ 
ordinarily convertible into stock rather than into other bond^ 
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Conversion is ordinarily at the option of the holder of the 
bond and not at the option of the corporation, though there 
are exceptions. ^Conversion into stock not only eliminates the 
’particular bonds but also the debt, since a creditor interest has 
“^been turned into an ownership interest. Because the bond- 
holder looks upon the conversion privilege as a means of 
sharing in the future prosperity of the company or as a hedge 
I against, inflation, he will not ordinarily exercise the privilege 
tunless he can gain therebyy^ Since the bond will go up with the 
stock, tlie^market value of the bond will reflect the speculative 
gain without conversion. Thus a $1,000 bond convertible into 
20 shares of stock will go to a price of at least $1,200 if the 
stock sells at $60 a share because the holder can get stock 
worth $1,200, by its conversion, 'llsually the bond will sell at a 
slightly higher price because it has the added value incident to 
being a prior charge security. It will be converted only if the 
feturn on the stock Is sufficiently greater than the return on 
the bond to compensate for shifting from a prior charge to a 
Vjunior security.^ It will also be converted if it is called for 
payment at a price below the conversion value. The problem 
of figuring whether it pays to convert or not is simple. The 
bondholder merely determines how many shares of stock his 
bond will receive on conversion. He multiplies the price per 
share by the ’ number of shares. Finally, he compares the 
aggregate value thus obtained with the price of the bond. If 
the aggregate value is above the bond price, it will pay to 
convert. If he wishes to find out at what price the stock will * 
have to sell for the conversion privilege to be of value, he 
divides^-t he number of shar es obtainable into the pri ce of the 
bond. He can then estimate whether the stock will reach that 
price and thus determine whether the conversion privilege is 
likely to have any value to him. Although on the down side of 
the market, he can expect the price of his bond to separate 
from that of the stock and cease falling with the stock when 
the bond reaches an investment basis free from the conversion 
element, he can expect the price of the bond to stay at or 
slightly above the conversion raticf^ on the up side. The bond 
pric^-cannot fall below the conversion ratio because short 
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sellers will sell stock and buy bonds whenever there is a profit 
in purcha^g'hohW converting them into stock. ^ Since 
they 'sell the stock short at the time that they buy the bonds, 
they do not have to risk the change in prices that might take 
place if they were buying at one time and selling at another.'* 
It is not uncommon for a corporation to get a heavily 
bonded structure back into balance by the issue of convertible 
bonds. These are made callable at a low call price, say 102. 
As the stock price rises to a point where the conversion value 
of the bond is above the call price, the corporation* calls the 
bonds for payment. Since the investor will suffer a loss if the 
bonds are paid in cash rather than converted, he will convert. 
In this way, the corporation forces the conversion of a large 
portion of its debt into stock. Youngstown Sheet and Tube 
Company and New York Central Railroad Company have been 
conspicuous in the use of this device. 

Prices — ^As elsewhere noted, the corporation makes 
bonds callable so that it can adapt its financial structure to . 
changing economic conditions and take advantage of lower 
interest rates. Since call prices are inserted for the benefit of 
the corporation, they are usually made very low. The normal 
range would be from 101 to 105. Investment bankers insist 
that some premium be paid investors for being forced to give 
up their commitment before maturity; but the premium is 
seldom sufficient to compensate for loss of the investment 
when redemption is caused by a general lowering of interest 
rates. However, exceptions occur in cases of extreme credit 
stringency. At such times, the corporation may be forced to 
make the call price very high or make the bonds non-callable. 
Investors are in a position to drive a good bargain and do not 
wish to have high interest rate securities taken away from 
them as soon as the crisis that they have risked is over. Bankers 
and corporations feeling the public reluctance to take large 
risks make the securities more attractive by inserting the high 
call prices. Thus the Great Northern Railway was forced to 
issue non-callable 7's in the 1920-1921 depression. As was 
pointed out under refunding, it is better to pay a very high 




144 


CORPORATION FINANCE 


rale temporarily than to submit to a permanently high premium 
or a large discount. 

Unclaimed Payments — It is usual in the case of large bond 
-^issues for some bonds to remain outstanding after maturity. 
These bonds may be lost, stolen, or destroyed. They may never 
be presented. It is desirable to provide in the indenture that, 
after the lapse of a suitable period, these funds shall be returned 
to the corporation by the trustee with whom they are deposited. 

In the case of bonds called before maturity, there are always 
delays in presentation. The holder should send# in his bonds 
promptly because the corporation is under no obligation to pay 
and will not pay interest after the call date. Of course, the 
corporation remains liable for the principal until the statute of 
limitations has runf but there its liability ceases.’ 
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CHAPTER 10 


SEGREGATED RISK FINANCING 

Business Risks — Business risks are extremely diverse, f ^ 
Governmental policy, international relations, activities in other 
lines of industry, as well as the activities in the particular line, 
all affect a single branch of industry. If a business covers: 
several branches of industry, it is subjected to broad risks 
because each branch has its own separate factors. In some 
cases, these separate factors tend to move differently and thus 
offset each other so that the collective results are stabilized. 

In pther cases, they accentuate each other in the same direction, 
thus prolonging booms and intensifying depressions. Conse- 
qently, nice financial judgment must be exercised in deciding 
whether these risks should be combined in such a way that a 
single bond or stock issue will represent a commitment in the 
risks of several lines of business or of a single line of business. 
Further, circumstances may require that different parts of the 
same line of business be separately organized and financed. 

It is obvious to the ordinary investor that he may lose if floods 
destroy the properties against which he holds a mortgage. 

It is not always so obvious to him that a losing branch of the 
business may undermine and bankrupt a profitable branch of 
the business if the two branches are combined in the same 
financial structure. Yet this fact can be amply demonstrated 
in a number of industries. Let us use the street railways as 
an example. 

Street Railway Credit Decline. — ^The early history of the 
street railway and electric power industries shows that, in order 
to secure the economies resulting from common generating 
stations, electric railway properties were combined with power 
and light properties. time the electric railways had 

excellent credit— the best of the local public utilities ; but after 
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the depression of 1907-1909 the credit of electric railway 
properties declined rapidly. Following the outbreak of the 
World War, increased operating costs and the competition of 
other forms of transportation cut into the earnings of the 
Itreet railways. The effect of these and other forces was to 
force thousands of miles of street railways with hundreds of 
millions of capitalization into receivership. Since power prop- 
erties and street railways were owned by single companies and 
covered by blanket mortgages, failure of the one branch 
dragged (town the other. The repercussions of these failures 
were both serious and instructive. Financiers immediately 
undertook a more careful study of the separate risk and 
growth factors of the two branches of the public utility indus- 
try. Later, they extended their findings of policy to other 
industries. They developed the policy of financing risks in sep- 
arate compartments somewhat al ships are built with water- 
tight compartments. 

Street Railway Segregations.— The reorganization of the 
electric railway system in the Rockford, Illinois, area illustrates 
a very simple and direct compartment financing technique. The 
following excerpt from Electric Traction gw ts the gist of the 
plan : 

After securing all of the properties under the hammer, the Rock- 
ford Public Service Company was organized to take over the lines of 
the former Rockford City Traction Company and to operate the 
interurban lines. Rather than have a paying property suffer through 
the inability of another property to pay, separate companies were 
organized for each of the roads. The lines are now organized as the 
Rockford, Beloit and Janesville Railway; the Rockford and Freeport 
Railway ; and the Elgin, Belvidere and Rockford Railway, this last 
being a consolidation of the old Rockford and Belvidere Railway, 
owned by Bion J. Arnold. These companies are all operated by the 
Rockford Public Service Company, but must stand or fall according 
to their own earning possibilities. 

Here, as shown by the diagram, any compartment of the 
system could fail without draggings down the other parts of 
the system. Power and railway properties have been separated 
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in the same way as the separate branches of the electric rail- 
ways were separated here: that is, separate corporations took 
over the ownership of the separate facilities. Such separation | 
could not displace valid existing liens which covered both sets* 
of properties; but new securities of the railway properties 
would no longer have claims on the power properties. Hence, 
power securities could be purchased with confidence that the 



Figure 5. Simple and Direct Compartment Financing Structure 
of Rockford Public Service Company 


street railways would not increase the risks in the securities. 
Credit risks were separated because each corporation was a 
separate entity not liable for the debts of any other entity. 

Segregation in Other Lines. — ^Although the electric power 
and electric railway industries have been used to illustrate the 
theory of financing segregated risks, this practice is not con- 
fined to these industries. Thus, Columbia Gas and Electric 
Corporation segregated its oil from its public utility business; 
Standard Oil Company of California, its filling station busi- 
ness from its other business ; Erie Railroad, its coal properties ; 
New England Public Service Company, its manufacturing 
properties; Electric Power and Light Corporation, its natural 
gas ; Cities Service Company, its natural gas and oil properties ; 
and United States Steel, different divisions of the steel busi- 
ness.; In fact, most industrials, railroads, and public utilities 
are organized as holding company systems in which different 
divisions are separately incorporated and separately financed. 
Here the causes of separate financing are the same as those 
previously discussed : namely, ( 1 ) the fact that the securities of 
a corporation having interests in several types of businesses 
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necessarily represent a variety of risk factors; (2) the fact 
that the presence of a variety of risk factors may make it diffi- 
cult to sell those securities because of the uncertainties thereby 
.created; and (3) the fact that new securities may be sold pri- 
marily to secure funds for only one of the businesses involved. 

Growth and Separation of Risks — Segregated financing 
is advantageous chiefly when new financing is undertaken pri- 

COMPARISON OF TrACK AND PoWER EXTENSIONS 1921-1937 
(Source: Moody^s Public Utilities; Electrical World) 


Year 

Miles of Urban 
and 

Interurban Track 

Power Company 
Expenditures 

1921 . . 

147.1 

$222,408,000 

1922 

211.4 

324,016,000 

1923 . . 

233.2 

602,143,000 

1924 . 

312.1 

692,440,000 

1925 

339.8 

721,300,000 

1926 

317.9 

841,344,000 

1927 

192.4 

760,353,000 

1928 . 

239.0 

786,977,000 

1929 . 

167.7 

866,344,000 

1930 

153.0 

960,889,000 

1931 . ... 

119.1 

596,740,000 

1932 

118.2 

285,000,000 

1933 

1 174.0 

! 129,300,000 

1934 ..... 

1 412.5 

147,654,000 

1935 .......... 

218.8 

192,710,000 

1936 

119.7 

289,710,000 

1937 

48.5 

455,480,000 


marily for the benefit of the more prosperous properties. If 
all lines required equal amounts of new capital, it is doubtful 
if segregation would reduce the average cost of new money. 
If financing were undertaken chiefly for the business with the 
poorer credit, the average cost of new capital would be in- 
creased because the bulk of the securities would not have the 
backing of properties with the stronger credit. The electric 
power and electric railway industries which have been used 
for illustration clearly support this theory. The accompanying 
table shows clearly that nearly all new financing of the electric 
industries in the 1920’s was for the benefit of the power rather 
than the railway properties. 
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Faced with the fact that practically all of the new money 
was needed for the power properties and that the electric rail- 
way properties were impairing the credit of the combined 
enterprises, financiers segregated the power properties and 
financed them on their own merits. The accompanying table* 
shows how the Lehigh Power Securities Corporation system 
(now a part of the National Power and Light Company sys- 
tem) financed new capital requirements through the Pennsyl- 
vania Power and Light Company, a sub-holding and operating 
company. 


Financing by Lehigh Power Securities Corporation System 


(Source: Moody’s Public Utilities') 


Year 

Total Bonded Debt 

Lehigh Power 
Securities 
Corporation'^ 

Pennsylvania 
Power & 
Light Co. 

Lehigh 
Valley 
Transit Co. 

1922 

$16,155,000 

$28,280,000 

$13,550,000 

1923 ....... 

13,881,000 

38,068,000 

12,539,000 

1924 

11,254,000 

37,905,000 

12,503,000 

1925 ....... 

7,567,000 

43,738,000 

12,497,000 

1926 ....... 

25,000,000 

55,636,000 

11,866,000 

1927 

25,000,000 

55,497,000 

11,601,000 

1928 ....... 

25,000,000 

71,169,000 

11,550,000 

1929 ....... 

25,000,000 

70,763,000 

11,433,000 

1930 . . 

25,000,000 

90,856,000 

11,276,000 

1931 . 

25,000,000 

131,211,000 

11,155,000 

1932 

25,000,000 

131,931,900 

10,994,000 

1933 . . 

25,000,000 

131,925,900 

10,983,000 

1934 

25,000,000 

131,811,400 

10,963,000 

1935 . . 

25,000,000 

131,125,000 

10,897,000 

1936 

25,000,000 

131,000,000 

9,125,250 

1937 

i 25,000,000 

— 

8,308,050 


* Lehigh Power Securities Corporation was consolidated with United Securities Com- 
pany in January, 1926. The change in amount of bonded debt was an incident to recapi- 
talization of the company at that time. These figures exclude assumed bonds of Lancaster 
County Railway and Light Company of which $746,500 were outstanding in 1931. 


Figure 6, on page ISO, shows the structure of the com- 
partmentalized risks. 

Advantages of Segre|^ation and Combination.— In cases 
in which both sets of properties require new capital but are 
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growing at different rates, risk structures can be set up to give 
both the advantages of separation and of combination. For 
example, Public Service Corporation of New Jersey separated 
its electric power properties from its transportation properties 


LEHIGH POWER SECURITIES CORPORATION 
System control company 


PENNSYLVANI 

lA POWER 

AND 

LIGHT CO. 

Controls e 

lectric 

power and 

light comf 

Denies 

. Financing 

thereof Is 

done 

through the 

securities 

of thi 

s company. 


LEHIGH 

VALLEY TRANSIT 


CO. 

Controls 

traction and allied 


companies. 


Subsidiary Power Propertie 


Subsidiary Traction and Allied 
Companies 


Figure 6. Segregated Financing Structure of Lehigh Power 
Securities Corporation 

and got the advantage of a low rate, separate power risk on 
its new capital for the power companies. It then financed the 
transportation company indirectly through Public Service Cor- 
poration of New Jersey. Since Public Service Corporation of 
New Jersey owned the stock equity in both the power prop- 
erties and the transportation properties, its securities repre- 
sented a risk in both businesses. But the risk in its securities 
was better than that of a separate transportation company be- 
cause the power properties were prosperous. Hence it could 
sell its securities to the public at a lower yield than could the 
transportation company. By selling its securities to the public 
and then turning the new capital over to the transportation 
subsidiaries in exchange for their securities. Public Service 
Corporation was able to procure new capital on much better 
terms than it could otherwise have^secured it. It secured the 
lowest possible rates by separately financing the power prop- 
erties. It then secured better than pure traction rates by com- 
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billing the credit of the power equity with the traction equity. 
The accompanying diagram shows the compartmentalized 
structure. 



Figure 7. Risk Structure of Public Service Corporation of New Jersey 
Showing Advantages of Separation and of Combination 


The table on page 152 shows how the separate properties 
were financed. It also shows a diversion of power company 
funds to traction properties. The latter practice will be dis- 
cussed later. It constitutes a decided weakness in this type of 
risk structure. 

Cities Service Company adopted a similar policy for financ- 
ing the different requirements of public utility, oil, and natural 
gas properties. The diagram, page 153, outlines the general 
risk structure developed by this giant public utility and oil 
concern prior to 1938. The different types of businesses were 
so well segregated by the intercorporate structure that Cities 
Service Company was able in 1938 completely to dissociate 
the oil and utility groups with a minimum of difficulty. By 
relinquishing its control of the public utility group, the parent 
company avoided registration with the Securities and Exchange 
Commission under the Public Utilities Act of 1935. 

Separate Financing with Assistance from Affiliated Com- 
panies. — In the previous section, we pointed out that Public 
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Service Corporation of New Jersey sold its own securities and 
then reloaned the proceeds to subsidiaries. This is only one 
method of helping the subsidiary. The subsidiary could have 

Public Service Corporation of New Jersey Financing 

(Source: Moody s Public Utilities) 

(000 Omitted) 



Public 
Service 
Corpora- 
tion OF 
New 
Jersey 

Public Service 
Electric and 

Gas Company 

Public Service Coordinated 
Transport Company* 

Year 

Bonds and 
Stock Out- 
standing 

Bonds and 
Preferred 
Stock Out- 
standingt 

Public 
Service 
(Corpora- 
tion and 
Affiliated 
Company 
Securities 
Held by 
Public 
Service Gas 
& Electric 

Mortgage 
Bonds Out- 
standingt 

Advances 
from Public 
Service 
Corpora- 
tion 

Company’s 
Stock Held 
by Public 
Service 
Corpora- 
tion 

1924 ...... 

$149,628 

$6X.586 

$31,497 

$41,753 

$2,950 

$41,998 

1925 . . . ... 

173,164 

79.086 

32,253 

41,753 

3,580 

46,848 

1926 ...... 

207,325 

94,086 

31,797 

41,750 

10,325 

46,848 

1927 . . , . . . 

261,367 

139,024§ 

53,006 

41,575 

15,925 

46,848 

1928 . . . . . . 

279,918 

139,039 

52,721 

41,568 

12,375 

46,608 

1929 . . . . . . 

301,529 

159,039 

50,894 

41,563 

694 

47;85S 

1930 . . .... 

323,431 

159,150 

30,564 

27,184 

375 

79,223 

1931 . . . ... 

331,015 

141.150 

30,564 

26,819 

375 

79,223 

1932 . . ... . 

330,019 

141,150 

30,563 

26,426 

375 

79,223 

1933 ... . . . 

328.746 

141,150 

141,150 

30,563 

26,341 

375 

79,223 

1934 , , . . . . 

328,689 

30,590 

26,309 

375 

79,223 

1935 . . . . . . 

328,689 

126,150 

30,598 

25,792 

375 

79,223 

1936 . . ... . 

1937 . . . . . . 

290,689 

290,689 

125,150 

125,150 

30,651 

30,730 

25,785 

375 

41,223 


* predecessor companies prior to 1928. 

t Includes only securities issued by Public Service Electric and Gas Co. after its 
formation. 

$ All stock is owned by Public Service Corp. of New Jersey. Equipment obligations 
and real estate mortgages have been excluded, 

j § Published figures of $180,610,300 have been reduced by the amount of issues called 
xn refunding operations. 

financed directly aid of a parent company guarantee. 

Such direct financing is very common among industrials. The 
forms of guarantee are varied and interesting. Direct guaran- 
tees of subsidiary company bonds are very common. 

Thus the United States St^^^ Corporation guaranteed the 
principal and interest of the Indiana Steel Company Gold 5 s 
when it organized that company to C^uild the Gary plant. Be- 
sides direct guarantees, there are several types of indirect guar- 
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antees. Goodyear Tire and Rubber Company leased the prop- 
erties of the Goodyear Fabric Corporation at a rental sufficient 
to meet interest and sinking fund payments on the Fabric 
Company’s bonds, and this lease was pledged with the trustee 



Figure 8. General Risk Structure of Cities Service Company Prior to 1938 
of the bond issue. The (Chicago) Tribune Company agreed 
"^to purchase, or cause to be purchased, the entire output of 
^Tonawanda Paper Company, Inc.’ at such prices as will assure 
Company of profits adequate to meet interest charges, taxes, 
etc., and in addition agrees to advance to Company any 
amounts by which profits of Company shall be insufficient to 
meet all interest charges, taxes, and the serial maturities” of 
its bonds. Arcadia Mills and Mills Mill entered into contracts 
with Fairforest Finishing Company, “guaranteeing to supply 
cloth equal to at least 85^ of their production, so long as notes 
are outstanding, at a commission” to the finishing plant, “which 
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it is estimated will give ample net profits to pay principal and 
interest of’ its gold notes. Guarantees of indebtedness are, of 
course, directly in conflict with attempts to limit the liability of 
the parent company. 

Protection of Parent Company Bondholders. — So far, dis- 
cussion has centered on the. problem of giving the bondholder 
of an operating company a simple, direct claim against sound 
assets. We have pointed out that this direct claim may be 
supplemeifced by direct and indirect guarantees of an affiliated 
company. But what assurance does the bondholder of the affili- 
ate have that his security will not deteriorate? If the guarantee 
to the other company is to be worth anything, the guaran- 
teeing company must assume additional risks. How can these 
be restricted and limited? Usually the parent company does 
not want to* be restricted in its own financing, but it is willing 
to limit the right of subsidiaries to create debts. For example, 
International Agricultural Corporation covenanted in its own 
bond indenture that ‘ffione of the subsidiary companies can 
create any bonded indebtedness, except for pledge under this 
mortgage, and they can create no floating indebtedness except 
such as is incidental to ordinary course of business.’’ This 
common type of provision forces the holding company to carry 
practically the entire risks of the subsidiary’s business but 
prevents the placing of prior liens ahead of the parent com- 
pany’s bonds. The policy of holding all bonds of the sub- 
sidiary, though not so binding as the indenture requirement 
mentioned above, tends also to strengthen the holding com- 
pany’s bonds in case of financial disaster to the subsidiary. 
The policy of holding all bonds of subsidiaries is illustrated 
by the case of the now defunct People’s Light and Power Cor- 
poration, which in 1927 held all stocks and bonds of 14 sub- 
sidiary corporations, and by that of the late Republic Railway 
and Light Company whose system, in 1926, held the entire 
securities of all except nine of its 64 companies. 

Evasion of Bond Covenants.— Qpmpartmental financing is 
also used to diminish the security of bondholders. This is 
particularly true in cases in which a separate company is set up 
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to defeat the operation of a ''ratable security^’ provision of 
debentures or an "after-acquired property clause'’ in mort- 
gages. For example, the typical debenture covenant usually 
protects the issue by restricting the right of the company to 
put a secured issue ahead of it. The following summary of* 
the International Telephone & Telegraph Corporation 20- Year, 
5j4% Convertible Gold Debentures provision is illustrative. 

The bonds are issued under an indenture in which the Corporation 
covenants that except in case of purchase money mortgages, and 
except in case of pledges in the usual course of business for terms 
not exceeding one year, it will not at any time mortgage or pledge 
any of its property without thereby expressly securing the principal 
and interest of the outstanding bonds of this issue equally and ratably 
with any and all other obligations or indebtedness secured by such 
mortgage or pledge. 

The provisions requiring that debentures be secured equally 
and ratably become important when the debts of a corporation 
have become excessive in comparison with the security under- 
lying them. Under such circumstances, the ratable securing 
of new debts will not be satisfactory to potential creditors be- 
cause the security for the new debts will be inadequate. Yet, 
additional funds for continuing operations or an extension of 
existing short-term loans may be necessary to stave off receiv- 
ership of the corporation. Faced with these alternatives, cor- 
porations have frequently transferred some of their assets to a 
subsidiary corporation and have mortgaged or pledged them 
in the subsidiary’s name. 

This use of compartmental financing is illustrated by the 
case of Film Production Corporation, a subsidiary of Para- 
mount Publix Corporation. The facts surrounding the forma- 
tion of this subsidiary were alleged to be as follows: 

To obtain an extension of $10,500,000 unsecured bank loans last 
March (1932), the company turned over as security to the banks 
negatives of its current film productions, thereby removing them as 
assets applicable to the bonds of the company. This was done 

through the formation of a mw company, the Film Production Corp. 
and the assignment of the negatives to this company. 
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Although it had been assumed that courts would disregard 
the corporate entity of the subsidiary in cases of this type, the 
New York Supreme Court (an inferior court) upheld this par- 
ticular transaction in the following language: 

From the facts submitted it does not appear that the covenant in 
the indenture here involved against creating a mortgage or lien upon 
assets directly owned by the Paramount Company was breached by 
the agreement entered into between the Paramount Co*, the banks 
Production Corp. 

After-Acquired Property Clauses — ^The typical 
mortgage covenant which restricts future financing is the 
after-acquired property clause in the closed mortgage. This 
clause, repeated in the description of each parcel of property 
mortgaged, ordinarily reads somewhat as follows : /^of what- 
soever nature, whether now owned or which may hereafter be 
acquired,'’ or 'Vhich the . . . Company now owns or in which 
it has any interest, or which it may hereafter acquire." 

After-acquired property clauses frequently interfere with 
additional financing. This interference is found chiefly in two 
classes of cases: (1) when the clause is contained in a closed 
mortgage so that no more bonds secured by that lien can be 
•issued to finance new purchases; and (2) when the clause is 
contained in an open-end mortgage, but when the security 
protecting the existing issue of bonds is so inadequate that 
new series of bonds secured by the same mortgage are not 
attractive to purchasers. In the first class of cases a junior 
lien is not attractive because of the excessive size of the entire 
issue of bonds. Under these circumstances, it is either very 
costly or even impossible for the company to finance additions 
directly. 

However, since the company can mortgage no greater 
equity than it has, there are several ways to evade the after- 
acquired property clause. I The company may evade it through * 
the lease of property or^ through the purchase of property 
under conditional saTe agreements-pfriethods ’ "now generally 
used in connection withTailroad’eqifipment and formerly used 
in securing generating equipment for electric power com- 
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panics. It may acquire property subject to purchase money 
mortgages. It may pledge old assets^which have been released 
under poorly dm'wh mortgage clauses providing for the with- 
drawal of old property when new is substituted under the 
mortgage — a method available only in most exceptional cases.’ 
The company may also consolidate w;i t h another qpmpany, 
thereby terminating, in the absence of statutory provisions to 
the contrary, the operation of the atter-acquired property 
clauses. Finally, it may acquire properties Jn , 
separate corporation? Each of these methods has fecial ad- 

vantages in some types of transactions. However, the separate! 
corporation method alone is pertinent to the present disqua-| 
sion. 

Assuming that dissolution of the corporation by consolidat- 
ing it with another is not desirable, one finds that the purchase 
of property through a separate corporation offers distinct ad- 
vantages because the new property can be financed as an inde- 
pendent enterprise. Further, the identity of the property can 
be preserved. In connection with the last point, it may be noted 
that if the investor’s protection requires that a separate 
corporation own the property, he should see that the company’s 
mortgage prohibits consolidation or merger until the bonds 
are retired. Otherwise, the parent company can merge its 
subsidiary after the transactions have been financed. Since it 
eliminates an unnecessary corporate entity, merging is com- 
mon. In case of merger, however, if the identity of properties 
is lost, and if the debt of the combined properties is excessive, 
the bondholders of the subsidiary may suffer. 

The case of Public Service Electric Power Company is an 
excellent illustration of the creation and elimination of a subsid- 
iary formed to acquire pr operty fr ee from the restrictions of 
the parent corfipanyT^financial structure. This corporation was 
first orgahized becausF^ t^^^ closed mortgage of Public Service 
Corporation of New Jersey made separate financing of gen- 
erating facilities necessary.' Later, the difficulties, of financing 
new distributing facilities led to the refinancing of Public 
Service Corporation of J^ew Jersey. In the course of refinanc- 
ing, all gas and electric operating companies owned by Public 
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Service Corporation were amalgamated into the Public Service 
Electric and Gas Company. Shortly thereafter, Public Service 
Electric and Gas ^Company acquired the assets of Public 
Service Electric Power Company, thereby recombining in a 
•single ownership unit the properties that had been separately 
incorporated and financed. The bonds of the separate cor- 
porations are not ordinarhy paid off in cases ^ 

9tr jmergejc. Th^usual practice is" for the successor company fo 
assume^'the debts outstanding at the time of the consolidation. 

m ' ' 

Weaknesses of Compartmentalized Risk Structures. — ^The 
preceding structures have succeeded in part and failed in part 
in their purposes. From the standpoint of practical working, 
the structures designed to insulate against insolvent units have 
fulfilled the intended purpose. However, managements have 
occasionally sent good money after bad for a considerable 
period before letting an insolvent subsidiary fail. But, by and 
large, the structures have stood. Nevertheless, no structure 
will stand up against deliberate attempts to break it. Any 
structure can be defeated by milking devices, by manipulations 
of consolidation processes, and by intercompany lending 
operations. Law and public regulation are making progress 
toward elimination of abuses, but as yet a clean bill of health 
cannot be given financial practices. The following sections 
illustrate some of the possibilities of loss that security holders 
must face. 

Milking Devices. — Business parlance defines ‘‘milking de- 
vices^^ as arrangements whereby the resources of a company 
are drained away. One can group the more prominent of these 
practices (so far as of interest here) under the headings: ex- 
cessive dividend declarations, excessive management fees, 
unfair intercompany contracts, and incomplete development 
of corporate units. 

Excessive Dividends. — Excessive dividend payments are 
especially dangerous to the interests of security holders in two 
ways: (1) they drain away cash atfa time when cash can ill 
be spared; and (2) they tend to cause undermaintenauce of 
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properties so that permanent efficiency of operations is im- 
paired. Both of these dangers are matters of public concern. 
Hence, during the year 1932, payments of excessive dividends 
by public utility companies caused definite governmental action: 
For example, in certain cases, the public service commissions" 
of Alabama and Wisconsin went so far as to prohibit divi- 
dends. In issuing one of its orders, the Wisconsin Commission 
stated that the company appeared ^'to be postponing expendi- 
tures needed to keep service unimpaired and turning over its 
cash resources to a holding company seemingly for the sole 
or primary benefit of still another holding company which is 
in the hands of receivers.’’ ^ 


Dividend Payments of Subsidiaries in Middle 
West Utilities System 

(Source: Moody’s Public Utilities, 1934) 


Name' of Company 


Dividend Payments 


1933 

1932 

1931 

1930 

Public Service Co. of Okla."*. 

$97,197 

$660,940 

$1,405,152 

$820,152 

Southwestern Gas & Elec. Co.* 

— 

617,950 

1,ZAA,950 

363,500 

Michigan Public Service Co,. 

— 

34,000 

136,000 

65,967 

110,625 

Missouri Public Service Co.* 

— 

17,991 

24,985 

Mississippi Valley Utilities 
Investment Co. ...... 

Receivership 

Receivership 

1,956,823 

1,008,539 

Jersey Central Power & L. 
Co.* 


421,508 

1,999,671 

1,147,953 

York Railways Co.f .... 

215,000 

120,000 

1,100,000 

600,000 

Eastern Shore Pub. Serv. Co.* 

— 

45,500 

255,150 

120,400 

Florida Power Corp.* .... 

— 

97,500 

! 275,500 

175,000 

Central Maine Power Co.* , 

— 

350,000 

1 500,000 

300,000 


* Consolidated statement. 


The accompanying table shows the abrupt changes in the 
dividend policies which the Insull management put into force 
for various subsidiaries in the Middle West Utilities Com- 
pany system when, in 1931, the Middle West Utilities Com- 
pany was plunging into receivership. (Receivers were appointed 
April 15, 1932.) It is easy to see, in this case, that the wel- 
fare of the operating companies was subordinated to that 
of the holding companies controlling them. That the financial 
markets recognized this tact can be inferred from the fact 


^ United States Daily, July 16, 1932, p. 7. 
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that the bonds of several of the subsidiaries rallied when the 
holding company was placed in receivership. 

Although the Insull case is in many ways extreme, the 
policy of dividend bleeding was fairly general among the hold- 
ing company systems for which information 's available. Re- 
cent statements of other holding company systems, as con- 
tained in the manuals, fail to disclose the amount of dividends 
paid by 100% controlled subsidiaries. Thus statements of 
subsidiaries of American Power and Light Company fail to 
indicate dommon dividend payments. What the reasons are 
for not making this information available must be left to con- 
jecture; but it is submitted that, for his own protection, every 
security holder, from the bondholders down, should insist 
that the common dividend payments should be made public. 

Excessive Management Fees. — Excessive management 
fees, the second type of milking device, are paid out of the 
resources of a business as an operating expense. Hence, such 
fees may not only drain away cash and cause undermaintenance 
of properties, but they also constitute a charge ahead of interest 
on debt and dividends on preferred stock. This last fact is of 
primary significance to preferred stockholders because a hold- 
ing company management could scarcely be expected to de- 
fault on bond interest in order to maintain a fee system. The 
mere default of interest on bonds would throw the subsidiary 
into receivership and cut off the fees. In the case of preferred 
stock, however, the dividend is contingent on the action of the 
directors; hence, receivership does not result from non-pay- 
ment of dividends, and the corporation 's not afforded relief 
through the receivership channel. To illustrate, the General 
Gas and Electric Company, the system control company of 
the former Barstow group, never paid dividends on its com- 
mon stock and participating preferred stock from the time of 
its organization in 1912 to its reorganization in 1925; and 
from 1917 to 1925 it paid no dividends on its cumulative pre- 
ferred stock. Yet W. S. Barstow & Company, Inc., which con- 
trolled the General Gas & Electric •Company, received an in- 
come from the system. This income was received in the form 
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of fees for management and construction services which were 
rendered by the W. S. Barstow Management Association, Inc. 

The following quotation indicates clearly to what extremes 
some managements have carried this method of profiting from 
their operating companies :^ 

Mr. Bickley presented two computations of the profits on the 
services to supervised companies for 1927. In one computation he 
placed the profit for all services at 106% of cost, while in the second 
he calculated that, excluding services performed under contracts 
calling for payment only of costs by the supervised companies, the 
profit on the remaining three services, described as general supervi- 
sion, construction supervision, and commissions on sales of securities, 
was at least 241%, and might be shown to have been more if the 
company’s books were opened to inspection by the Commission. 

The contracts under which the services are performed, Mr. Bickley 
testified, are terminable on 60 days’ notice by either party, but because 
of direct control of the supervised companies by Bond & Share they 
practically are terminable only with the agreement of Bond & Share. 

Intercompany Contracts. — Unfair intercompany contracts, 
the third type of milking device, take a variety of forms in 
addition to the fee arrangements just discussed. Usually, one 
company is bled for the benefit of another through a purchase 
contract; e.g., an electric railway company buys electricity for 
less than an economic price or an electric generating company 
pays an excessive price for coal. However, other types of con- 
tracts, such as guarantees of indebtedness, are common. The 
following quotation indicates the general nature of such trans- 
actions 

Insull could not have been unaware of the fact that in 1930 the 
Peabody Coal Company charged the Commonwealth Edison Company 
$1 to $1.50 more per ton for coal than the market price for the grade 
which the Edison Company requires for its purposes. The annual 
report of the company, on file with the Illinois Commerce Commis- 
sion, shows that the coal used that year was of all grades, but as the 
Edison plants crush their coal into powdered form, it was unnecessary 

2 United States Daily, April 94, 1930, p. 13. The detailed testimony concern- 
ing the practices of this and many other companies is available in Senate Docu- 
ment 92 , 70th Congress, 1st Session, 

« 72 New Republic 201 (October 5, 1932). 
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to buy the more select grades, and the fact that they did so was for 
the convenience of the coal company only — so that the latter might 
underbid other coal, companies on contracts to supply state institutions 
and thus dominate the coal market. 

Incomplete Development — ^Abuse of control which limits 
the development or business of subsidiaries, the fourth device, 
is especially destructive to the interests of holders of subsidiary 
company securities. In the case of industrial companies, such 
abuse frec^iuently takes the method of throwing business from 
one subsidiary to another. This method is especially prevalent 
where the subsidiaries are of varying efficiencies; for with 
equal ownership interests, the holding company has most to 
gain by shifting business to the most economical producer. By 
so doing, the holding company is able to reap the economies 
of the lower costs ; but the less efficient subsidiary is left with- 
out an income for its security holders. Far less defensible is 
the practice of preventing a marketing company from acquir- 
ing producing facilities or a producing company from acquir- 
ing marketing facilities. Such an arrangement always makes 
it possible for the more strategically situated company in the 
organization to drive a hard bargain. The inherent dangers 
of the situation are well stated in the following excerpts from 
a letter by Duncan McKeller to minority stockholders of the 
Venezuelan Oil Concessions, Ltd. 

Your companyMs now the largest individual producer of oil in the 
world. Its present production approximates 50,000,000 barrels per 
annum, all of which is sold to companies under Shell control. . . . 

In our view the policy of the Shell group is leading to the inevi- 
table result that in 1936, when the existing contracts terminate, your 
company will be left with an immense production, but all the facilities 
for its disposal will be in the hands of the Shell — a most unenviable 
position for your company. 

The whole history of the oil industry shows that it ought long 
before the present stage of its development to have owned its* own 
transport and refineries. In our opinion it rests with the Shell group 
to show why your company was prevented from pursuing this policy. 


^New York Journal of Commerce^ April 10, 1929, p. 6. 
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The grave results that sometimes follow such arrange- 
ments are indicated by the fact that the Electric Bond and 
Share Company refused to renew a power contract as one step 
in negotiating the purchase of the Utah Light & Railways 
Company.® More recently, the Federal Power Commission re- 
fused to recognize a foreclosure sale of properties of the 
Clarion River Power Company as a forced sale and commented 
as follows:® 

In its action in the matter of the Clarion River Power-* Company’s 
license, the Federal Power Commission has established an important 
precedent. It announces that where a holding company, by foreclosure 
sale against the property of an operating utility licensed by the Com- 
mission, procures a transfer of such property through another com- 
pany.likewise under the holding company’s control, the Federal Power 
Commission will refuse to recognize the transfer as an involuntary 
sale. 

This ruling, while of general effect on regulation in the interest of 
the consuming public, incidentally should be of far-reaching impor- 
tance to investors in the junior securities of operating companies who 
will find in it a protection to whatever values they may own which 
might otherwise be impaired or destroyed by transfers of the property. 
In the present instance, there is involved an issue of $4,453,000 of 
preferred stock, and the Commission’s action results in the restoration 
of whatever equity that stock may possess. The transfer of the 
Clarion River Power Co. property by the actual holding company to 
one of its controlled subsidiaries from another illustrates the tremen- 
dous influence of holding companies over operating companies in the 
power industry and supports the Federal Power Commission’s con- 
tention set out in its recent report that adequate Federal regulation 
of licensed operating companies requires regulation of the holding 
company in the shadow of which many of the Federal licensees live 
and move and have their being. 

Consolidation Processes and Investment Account Man- 
ipulations — Consolidation processes and investment account 
manipulations are probably the most dangerous threats to 
intercorporate risk structures. On the one hand, amalgama- 
tions, mergers, and purchases of assets can be put through on 


® Federal Trade Commission: Control of Power Companies (1927), p. 111. 
’® 135 Commercial and Financial Chronicle 3164 (November 5, 1932). 
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terms which are grossly unfair to some of the constituent 
companies and which seriously impair all securities; on the 
other hand, stock control holdings and other commitments in 
securities can be so acquired, shifted, and reacquired as effec- 
tively to wreck the companies involved. 

Unfair Consolidations — ^During the 1920’s, amalgama- 
tions, mergers, and purchases of assets took place with mad- 
dening rapidity. These activities provided the vehicle for 
tremendous inflations of the investment accounts of many in- 
dustries, but especially of the electric light and power industry. 
For example, the Federal Trade Commission reported that, 
when the Florida Power and Light Company was formed, 
property costing $28,213,209.01 and securities valued at 
$5,575,791.47, or a combined amount of $33,789,000.48, were 
setup on the books of the new company at $64,021,008.33, an 
increase of 89%.*^ In this case all securities of constituent 
companies had been acquired by the promoting interests; so 
no problem of diversity of interests arose. But the inflation 
that took place illustrates clearly the possibilities for injustice. 
If the public holds preferred or common stocks of any of the 
companies in an amalgamation or merger, it is possible that 
their equities will be diluted in the process of consolidation. 
This dilution will take place by overvaluing one company in 
comparison with another. That is, if two companies are each 
worth $100,000 and one of them is put into a consolidation at 
$200,000 while the other is put into the consolidation at $100,- 
000, each taking like securities in the new company, a part of 
the equities of the latter company have been shifted to the 
former. This result follows because the former company now 
has a two-thirds interest in the combined properties; whereas 
it held previously only a one-half interest. 

Likewise, the properties of one company can be sold to an- 
other at an excessive figure. If the mortgage is open and 
permits the issuance of additional bonds to 75% or 80% of 
the ^‘cosf' of new property, such sales may dilute the security 
behind even first mortgage bonds. ^ 


'^ Senate Document 92, 70th. Congress, 1st Session, Parts 23 and 24, p. 885. 
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Even though properties are not consolidated at unfair ratios 
or purchased at excessive prices, the consolidation process may 
eliminate certain protections that the security holders have 
contracted for. Thus the operation of after-acquired property 
clauses is ordinarily terminated for a merged company in cas€ 
of merger and for all constituents in case of amalgamation. 
Restrictions on the issue of preferred stock are automatically 
changed by exchanging such stock for preferred stock in the 
new consolidated company. To illustrate, in 1922, Union 
Electric Light & Power Company (No. 3) of St. Louis was 
consolidated with Missouri Electric Light & Power Company 
by transfer of assets and franchises and assumption of liabili- 
ties, primarily because it had nearly reached the limits of both 
bond and preferred stock issues. After the consolidation, the 
new company, renamed Union Electric Light & Power Com- 
pany (No. 4), was able to create a new mortgage which had 
a first lien on all subsequently acquired property. In the same 
transaction, restricting preferred stock was eliminated by being 
exchanged for new preferred stock in the process of con- 
solidation. 

These weaknesses can develop, of course, in the case of any 
corporation; but they become especially dangerous in holding 
company systems because the systems own a great many com- 
panies which can be combined and recombined. As is pointed 
out in a later chapter, in the electric power industry com- 
mon control usually precedes consolidation by amalgamation, 
merger, or sale of assets. It may be added that in practically 
all cases of gross inflation of capital accounts, such common 
control has been present. This common control and these 
transactions between sub-systems and subsidiaries render insu- 
lat^ risk structures largely nugatory. 

Manipulation of Investments. — Investment account ma- 
nipulations are another major weakness in risk structures. 
Wherever investment activities are possible, whether directly 
by the company or indirectly through an investment affiliate, 
the opportunity to draiS the company of cash and valuable 
assets exists. The chief occasions which give rise to these 
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drains may be classified as follows: intercorporate shifts of 
securities at excessive values, intercorporate shifts of good 
securities for bad, pledging investment holdings to obtain 
loans, unloading obligations of holding companies on subsidi- 
aries, reacquisition of securities by stock market operations, 
and making outside commitments by subsidiary investment 
companies. . 

Intercorporate shifts of securities at excessive values were 
prominent in the late Insull collapse. Thus the consolidated 
balance sheet of National Electric Power Company j as of 
December 31, 1931, the year when the company was tottering 
into bankruptcy, shows an increase in plant and investments 
in affiliates of more than $85,000,000, the plant figure carrying 
an excess over book value of more than $13,000,000. This 
increase was accompanied by an increase in subsidiary bonded 
debt of $38,000,000, of subsidiary preferred stock of $18,- 
000,000, and of notes payable of $31,000,000. Incidentally, 
the controlled stocks of subsidiaries were pledged to secure 
notes payable; so the bondholders of National Electric Power 
Company salvaged practically nothing from the wreckage. 
The affairs of several other subsidiaries of Middle West Utili- 
ties Company exhibit a like condition. On February 9, 1933, 
Mr. J. W. Adams, an examiner for the Federal Trade Com- 
mission, testified that investments of the Mississippi Valley 
Utilities Investment Company, carried at a book value of 
$48,896,863, had a realizable value of about $5,658,000 ; and 
on the same day Eugene V. R. Thayer, receiver for the com- 
pany, filed a report in Federal District Court charging that 
/‘senior security holders of the company had been defrauded 
by the management which was controlled by its parent concern, 
the Middle West Utilities Company.'^ 

Shifts of relatively strong securities for weak ones may be 
illustrated by the case of General Gas & Electric Corporation. 
On March 4, 1929, Associated Gas & Electric Company 
acquired control of General Gas and Electric Corporation. In 
the same month the directors of General Gas, under the new 
control, transferred the open account advances and controlling 
stocks of the strong subsidiaries (Metropolitan Edison Com- 
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pany, Northern Pennsylvania Power Company, New Jersey 
Power and Light Company, and Binghamton Light, Heat & 
Power Company) to the Associated System in exchange for 
Associated Electric 4}4s and Associated Gas & Electric 5 s. 
Thus, holding company bonds were given the new subsidiary 
in place of direct equities in basic operating properties. The 
transaction did not rest there, however, for 

an arrangement was made in April, 1929 under which the bonds 
received for the common stocks of the four companies ^mentioned 
above, aggregating $64,890,000 principal amount, were exchanged for 
371,083 shares of $5 preferred stock and 400,000 shares of class A 
stock of Associated Gas & Electric Co., 5,878 shares of 7 % preferred 
stock of Broad River Power Co., and 5,509 shares of 7% preferred 
stock of Florida Public Service Co.® 

The result of this series of transactions was that General 
Gas & Electric Corporation finally held the unstable junior 
securities of a complicated top holding company instead of the 
much more stable common stocks of well-known operating 
properties. The second transaction of itself was disastrous as 
can readily be seen from a comparison of security prices. On 
February 24, the Associated Gas & Electric 5s of 1968, which 
were taken at 91j4 in the first transaction, had a market value 
of 18 ; whereas Associated Gas & Electric $5 preferred, 
which was taken at 90 in the second transaction had a market 
value of 6. At the same time. Associated Electric 4}4s of 1953, 
which were taken at 87 in the first transaction, had a market 
value of 34>^; whereas Associated Gas & Electric Class A, 
which was taken at 57 in the second transaction, had a market 
value of 

Pledged Securities. — ^This chapter has already alluded to 
the fact that investment portfolios are frequently pledged to 
secure current loans. Such pledging can wreck any investment 
company and, hence, is of special significance here only to the 
extent that intercorporate risk structures introduce special 

® 135 Commercial and FinancMil Chronicle 3353 (November 12, 1932). 

February 25, 1933. The management has claimed the highest motives 
in these transactions and we can grant their contentions ; but it is well to note 
that the result is the same regardless o£ motives. 
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problems. From this point of view one notes that one sub- 
system frequently borrows while making advances to other 
parts of the major system. Thus, the 1931 consolidated bal- 
ance sheet of National Public Service Corporation shows a 
*$6,590,415 increase for the year in advances to affiliated com- 
panies outside its sub-system. At the same time notes payable 
increased $18,388,916, and most of these notes were secured 
by the pledging of subsidiary company stocks and bonds. In 
the receivership that followed shortly thereafter, the debenture 
holders o? National Public Service Corporation found the Cor- 
poration’s resources largely exhausted, and the debentures fell 
to a low of 5}i in June, 1932. Thus it is evident that, like 
intercorporate shif tings of securities, secured borrowings for 
the benefit of affiliates may prove a substantial source of weak- 
ness to risk structures. Their primary weakness lies in the fact 
that the advances may prove uncollectible, thus causing a loss 
of assets or inability to meet the loans when they fall due. 

Unloading Obligations. — ^The unloading of a holding com- 
pany obligation on a subsidiary may be illustrated by the 
following summary of allegations in a suit for an accounting, 
filed against Balaban & Katz Corporation.^^ 

It is alleged in the bill that when Paramount Publix Corp., in 
July 1929, purchased 70% of the stock of Great States Theatres, Inc., 
in exchange for 30,000 shares of Paramount Publix Corp. common 
stock it agreed to repurchase the 30,000 shares at $85 a share between 
Jan. 1 and 10 of this year, if the owners wished to resell. It is further 
alleged that in December of last year the owners notified Paramount 
Publix Corp. that they desired to resell their stock at the price of 
$85 a share. The control of Great States Theaters, Inc., had been 
transferred to a new corporation, Publix Great States Theaters, Inc. 

The bill charged that ‘^officers and directors of Paramount Publix 
Corp. acting in collusion and conspiracy with officers and directors of 
Balaban & Katz Corp. devised a plan to unlawfully saddle the obliga- 
tion tp rebuy the 30,000 shares of Paramount Publix on Balaban & 
Katz Corp.’’ 

Balaban & Katz, the bill alleges, paid to Paramount Publix 
$516,000 in cash and gave its notes fCr $2,034,000. The cash and 

13 S Commercial and Financial Chronicle 130, July 2, 1932. 
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notes, the bill says, were turned over by Paramount Publix to the 
owners of the 30,000 shares of its stock which it then received. 

The bill declares the consideration for Balaban & Katz Corp.’s pay- 
ment of the money and notes to Paramount Publix was the transfer 
to it by Paramount Publix of 7,000 shares of common stock of Publix^ 
Great States Theaters, Inc., and Paramount Publix’s rights to 
$337,586 dividends from Publix Great States Theaters, Inc., but it is 
alleged the 7,000 shares of stock were worthless. It is further alleged 
that '‘the sole purpose of the transaction was to relieve Paramount 
Publix of its obligation to rebuy its stock.” ^ 

This type of transaction has been common and disastrous. 

Trafficking in a company’s own stock has been one of the 
most serious defects, in corporate policy. It is not a defect 
which is peculiar to holding corporation systems; but never- 
theless, a federated intercorporate structure facilitates conceal- 
ment of management stock jobbing activities. Thus the new 
management of the Commonwealth Edison Company (in dis- 
cussing a $3,752,055 surplus adjustment covering losses on 
stock reacquired in 1932) stated that ‘‘the directors had no 
realization of the extent to which the company was committed 
by the purchase of its own stock until the early part of 1932.” 
In this case the actual purchases had been made through Com- 
monwealth Subsidiary Corporation, an investment subsidiary. 

It may be asked : If the directors do not see the situation, how 
much worse off is the investor? 

This same company can also illustrate the possibility of 
draining off assets through the investments of a subsidiary 
investment company. Prior to 1932 the Commonwealth Sub- 
sidiary Corporation made extensive investments in corpora- 
tions manufacturing trucks, conveyances, appliances, etc., and 
in the Chicago elevated and suburban electric railway lines. In 
1932 the new management of Commonwealth Edison Com- 
pany appropriated $30,000,000 from surplus to absorb the 
losses resulting from these commitments and announced that 
“the board of directors has adopted the definite policy of 
gradually eliminating investments of this class, and of restrict- 
ing the operations of the company, so far as possible, to the 
generation and distribution of electrical energy,” 
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The preceding discussion indicates that consolidation proc- 
esses and investment transactions offer almost unlimited oppor- 
tunities to defeat risk structures. So serious had the situation 
become by 1932 that at least one of the major holding corpora- 
*tion interests made a special point of informing the public 
concerning cross-ownerships and loans within its system. Thus 
the 1932 annual report of Electric Bond and Share Company 
states : 

Compaitfiy has no funded debt, bank debt, endorsements or guaran- 
tees. It has no securities outstanding except preferred and common 
stocks. 

None of the holding companies (below) or their subsidiaries owns 
any stock of Electric Bond & Share Co. Each holding company with 
its subsidiaries constitutes a separate corporate group. There are no 
cross-ownerships of securities or loans between these groups. No 
company in any group owns any securities of any other company in 
the group except securities of its subsidiary companies, or has any 
loans from any other company in the group except from its parent 
company. No company in these groups has any bank debt, except 
United Gas Corp., which has $21,250,000 bank loans due July 20, 1933. 

How dangerous the loopholes must have been if corporations 
themselves found it necessary to advertise against them ! 

Intercorporate Loans — ^The three chief types of intercom- 
pany loans consist of subsidiary company deposits of cash with 
holding companies, subsidiary company guarantees of holding 
company notes payable, and direct loans and advances from 
subsidiary companies to holding and affiliated companies.^ The 
first type, deposit borrowing, is illustrated by the practice of 
the Associated Gas & Electric Company System in 1932. In 
this system the operating companies deposited all cash receipts 
''in local banks to the credit of Associated Gas & Electric’" 
Company and, in lieu of recording cash on their books, set up 
an account receivable. The second type of transaction, sub- 
sidiary guarantees of holding company notes, is illustrated by 
the case of American Commonwealths Power Corporation. In 
1931 the Birmingham Gas Company, an indirect subsidiary 
of American Commonwealths Power Corporation, became con- 
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tingently liable on the latter company's notes to the amount of 
$400,000. In 1932, with the American company in receiver- 
ship, the Birmingham company had to take up the notes. The 
third type, direct loans and advances, is the most important 
and most extensive type of lending device. Perhaps the most 
startling case of such advances that the author has noticed is 
that of the Electric Management and Engineering Corpora- 
tion. When this company was petitioned into bankruptcy in 
July, 1932, assets were listed as $14,000,000, of whjch $13,- 
004,500 were due on notes of its bankrupt parent corporation, 
the National Electric Power Company. The following table 


Intercompany Advances: Middle West Utilities Company 
System, 1930-1931 

(Source: Moody's Public Utilities, 1932) 


Name of Subsidiary 

Advances 

1931 

1930 

Central Power & Light Co. . • . • 

Southwest. Gas & Elec. Co. . ........ . 

Tide Water Power Co. • • • 

Public Service Co. of N. H.* . 

Lexington Utilities Co 

Jersey Central P. & L. Co. 

Keystofie Public Service Co.* . 

Penn Central L. & P. Co.* . . . . . . . . . . , 

Virginia Public Service Co.* 

National Elec. P. Co.* . 

National Public Service Cdhp.* 

Seaboard Public Service Co.* 

$1,278,083 

1,200,000 

619,189 

600,000 

2,282,735 

608,991 

889,269 

2,531,471 

2,059,905 

17,192,627t 

10,603,486 

12,952,229 

$2,148,993 

146,336 

361,790 

1,899,076 

3,314,483 

12,S25,997t 

4,013,071 

1,115,774 


* Consolidated balance sheet. 

t Composite item, including some extra sub-system investments. 


shows the changes which took place during 1931 in the ad- 
vances of companies in the Middle West Utilities Company 
system, which was at that time tottering on the verge of 
receivership. 

Conclusions — In summary, separate financing of varied 
risks is sound if the risk .structures can be securely insulated. 
However, up to the present time, lax laws and too liberal 
corporate charters and security covenants, coupled with insuffi- 
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cient publicity, have permitted incompetent and ruthless man- 
agements effectively to nullify the principal protections of 
risk-segregating devices. The Securities Act of 1933 will pre- 
vent some of these abuses in cases in which future financing 
is necessary. The Securities Exchange Act of 1934 will reach 
some of the publicity problems but will not cure investor 
ignorance. The Public Utilities Act of 1935 seeks to eliminate 
most of the abuses among interstate domestic utilities but will 
reach only this limited group. Although the author has drawn 
heavily on public utility illustrations, it must be remembered 
that the hazards apply to all fields. 

The Securities Act of 1933 reaches manipulations chiefly 
through the disclosure requirements found in Schedule A. 
This schedule is set forth in the chapter on Investment Bank- 
ing. Sections 10, 12, and 13 of the Public Utilities Act of 
1935 are the principal parts of the act bearing on the problems 
of this chapter. These sections give the Securities and Ex- 
change Commission broad powers for the regulation of inter- 
company loans, dividends, security transactions, purchase and 
sale of utility assets, proxies, campaign contributions, manage- 
ment contracts, and other transactions. Campaign contribu- 
tions and “up-stream loans'" are prohibited. 

The reader should take note again that this act applies only 
to interstate public utility holding corporations. Foreign enter- 
prises, industrials, and other types of companies do not come 
within its scope. * 
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CHAPTER 1 1 

i 

WORKING CAPITAL 

Nature and Functions. — Every business must have labor 
and materials with which to operate its plants. It may have to 
extend credit to its customers pending their payment for pur- 
chases. It must have a cash balance in the bank for com- 
fortable operation. These assets are known as short-term or 
current assets. ^^In the aggregate they are the working capital 
of the concern^ It is by the help of these that the plants are 
able to function. Raw materials are purchased, and wages and 
salaries are paid for the services that go to ripen them into 
finished goods. As these goods ripen, they are sold to cus- 
tomers on credit. The accounts and notes receivable are col- 
lected in cash. Cash is used to purchase more materials and 
labor. The cycle repeats itself. Because of this cycle the 
classical economists called the current assets of a business 
circulating capital, but modern terminology designates them 
as working capital.'^ 

It is important for the student to appreciate that every 
dollar locked up in raw materials, in goods in process, in 
finished goods inventories, in accounts and notes receivable, in 
prepaid items, and in cash must have come from somewhere. 
The business must have obtained those resources by selling 
securities, by borrowing on short term, or by reinvesting earn- 
ings, If inventories are sold on credit, the business must 
obtain more money to replace the inventories provided the 
business is to continue to run. It cannot both lend its resources 
and have them to use. This means that the original financial 
plan must contemplate adequate provision for working capital 
needs, and these needs include not only all current assets that 
will ultimately appear on ^e balance sheet but also the funds 
that will be lost in paying expenses until the business has 
reached a profitable level. 
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Regular and Variable Working Capital.- — Most businesses 
are seasonal, ^hat is., their activities increase and decrease in 
different parts of the year!^ Whether the fluctuations are the 
result of folk customs and holiday^ , as for example the Christ- 
^mas shopping which makes department store sales 173% of 
normal in December, or whether they are the result of we ather 
changes, as in the soft drink business, the effects are the same. 
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Figure 9. Fluctuation of Worlang Capital 

A rr: Assets supplied by short-term borrowing (variable working capital). 

B = Assets supplied by normal discount period. 

C and D evidenced by long-term securities. 

Inventories and r eceivable s pile up larger in one part of the 
year than in another. Yet most businesses are operating at 
some level throughout the year. They will always have some 
current assets on hand."{i?hat amount of current assets they have 
on hand day in and day out throughout the year is known as 
regular m capit al. j>The season^ part of such assets is 

known as variable working capital/ The distinction between 
regular and variable working capital is important in arranging 
the financing of the enterprise. It is undesirable to bring regu- 
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lar working capital into the business on a short-term basis 
because a creditor can seriously handicap the business by 
refusing to continue lending. Since the business, needs the 
funds permanently, its only recourse is to curtail operations 
unless another lender can be found. However, in the case of 
seasonal needs the funds will not be required after the close of 
the season. Consequently, there is no need to renew the loan at 
the time, and no embarrassment can follow immediately on its 
maturity. The inventories or receivables carried with the tem- 
porary funds provide the means of repayment. The loan is 
said to be self-liquidating and therefore meets good banking 
standards.'^ fWhether or not the c orporation will use short-term 
credit for seasona l ne e3i depend s to a large extent i 
relatbnshi£ of short-term to lon g-term interest rates ^ If the 
compand can seSfre funds more ch eaply at long term, it will 
obviousl y do s o, first, B ecause it is cheaperj,nd^ s^^ b^cau^ 
it^ jnancial position will be that m uch strongep? The accom- 

panying diagram shows the fluctuation of working capital. 

Sources of Working Capital. — ^Working capital may be 
obtained on a long-term basis by the sale of bonds and/or 
stock, or by retaining earnings in the business^ The student is 
already familiar with the nature of bonds and stock. Retention 
of earnings is discussed in the chapters on expansion and on 
dividend policies. 

. Of particular importance at this point are the short-term 
sources of working capital. These sources include the use of 
tra^e credit, bank loans, flankers’ acceptances, trade accept- 

ances, and technical commercial paper. As indicated, such 
sources are properly used only for variable working capital 
requirements. - 

Trade Credit. — ^When a business orders goods without pay- 
ing for them at the time of delivery, it is using the resources 
of the seller, f This borrowing of goods from the seller is 
known as using trade credit/ ^he period during which t he "x 
purchaser x an ^o w i thout^paying and the te rms under which he C 
must pay a re known as trade credit terms^ ^^Thus in the men’s 3 
clothing industry it is customary for the manufacturer to bill 
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stores tither on a 2/10, net 30 or a 2/10, net 60 basis/ These 
mean that the purchaser can pay at the end of 10 days and 
deduct a 2% discount from the purchase price at which the 
goods are billed.'^If he fails to pay within 10 days, he cannot 
thereafter deduct the 2% discount and must pay the bill by 
the end of 30 days or by the end of 60 days as indicated by 
the net terms. The 2% that the merchant cannot deduct if he 
runs over the 10-day period is really an interest payment for 
the use of the seller’s funds for the remaining 20 or 50 days, 
as the cas^e may be. If one analyzes the trade terms in this 
way, it is easy to see that a merchant cannot afford to use 
trade credit beyond the free 10~day period. Two per cent for 
the remaining 20 days is at the annual rate of 36% (360 days 
divided by 20 days gives 18 periods per year — at 2% per 
period the rate is 36%). Likewise, 2% for the remaining 50 
days is at the annual rate of 14Mo%. A sound business can 
borrow from other sources at a less rate of interest. Conse- 
quently, it should never have more than 10 days’ purchases 
outstanding when trade terms are this restrictive. Occasion- 
ally, discounts will not be taken because the vouchers were not 
put through the accounting procedure in time. In these cases, 
the discount lost should be chalked up against inefficiency in 
the organization and not thrown into the cost of borrowed 
capital account. However, if the business is p oorly finance d 
^ so that it cannot take discounts, the discou nFs n ot taken should 
be sho wn ^ a cost oflising the capit al"^ ! ot hers s o tha t i.he_ 
management cS^TeFeScactlv how^ financial sg ^p is. 


Bank Loans, — Banks provide billions of dollars of resources 
to corporations in return for the corporations’ promises to pay. 
A corporation usually approaches the bank with a request that 
the bank set up a line of credit for its use. The bank requires 
the corporation to supply financial statements and answer ques- 
I tions concerning its business. The bank may send experts to 
inspect the properties. After the necessary credit information 
has been assembled, the discount committee of the board of 
directors of the bank establishes the line. The line of credit 
is merely a statement of the maximum amount of the notes the 
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business will be permitted to owe the bank at any one time. 
After the line is established, the corporation can obtain funds 
from time to time by sending a properly signed note to the loan 
teller of the bank. Since the borrowing has already been 
authorized, the teller will enter the note and credit the deposif 
account of the corporation with the proceeds of the note. The 
actual borrowings of the corporation may fluctuate anywhere 
within the limits of the line of credit. 

The cost of bank borrowing is usually greater than th e 
face rate of interest paid would in dicate. Cost is* in creased 
because banks ordmariljy reguireAhat their ^ custome rs leave a 
deposiFEalance in the ban k equivale nt to a certain percent age 
oTTo iro ^ngs o r oFtheToan Jin e, depe nding upo n the activity 

of theTme or the practice of the^^ bank. This per- 

ceETge^FunsTfom^ to 20. Twenty per cent is very common. 
Since the corporation cannot draw out this balance, it is actu- 
ally forced to borrow more money' than it needs. The interest 
on the excess borrowing constitutes an increased cost. The 
actual cost may rise above the legally permissible rate ; but this 
is not a violation of the usury statute because the bank does 
not absolutely require that the balance be kept. Checks will be 
honored to the last penny. Nevertheless, if the corporation 
seeks to borrow again, it may find the bank unwilling to lend. 
Consequently, the corporation maintains the balance. The bank 
feels justified in requiring the corporation to maintain an 
emergency reserve on deposit with it and feels that the balance 
serves other functions than merely to raise the rate of interest. 

Banker’s Acceptances. — ^The bank may aid the corporation 
without actually putting out the bank's money. This it can do 
by guaranteeing that a claim will be paid. The banker's accept- 
ance is designed to accomplish this end. It is used chiefly in 
foreign trade transactions. Assume that a corporation wishes 
to import goods, say from Rumania. The Rumanian exporter 
is unwilling to send the goods to the corporation on the cor- 
poration's own credit. Therefore, the corporation applies to its 
bank for a letter of credit. This letter informs the Rumanian 
exporter that the bank will accept a bill of exchange drawn on 
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Figure 10. Diagram of an Import Transaction 

(Reprinted with permission from Modern Banking, by Rollin G. Thomas, 
copyrighted 1936 by Rollin G. Thomas and 1937 by Prentice-Hall, Inc.) 

it if the conditions stated in the letter are fulfilled. These con- 
ditions are usually that the amount of the bill of exchange shall 
not exceed a certain specified sum, that it shall become due 
after a specified period of time, that the bill shall be accom- 
panied by consular invoices, bills of lading, and other docu- 
ments necessary to indicate compliance with the letter and to 


No. 1000 


Sofia, Bulgaria, May 5, 1937 


Ninety days after sight pay to the order of Ourselves Fifty 
thousand dollars. $50,000. Drawn under First National Bank 
letter of Credit No. 3,367,352, dated April I, 1937. 

Value received and charge the same to the accounts of 


To First National Bank 
New York, New York 


A. Y. Sherba & Co. 



Figure 11. Banker's Acceptance 
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give title to the goods shipped. The bank sends this letter to 
the Rumanian exporter who ships the goods. The exporter 
draws the bill and either presents it through regular banking 
channels for acceptance or sells it to a bank in Rumania which 
will do so for its own account. The corporation’s bank will 
accept the bill when presented. It cannot refuse to do so 
because it can be sued on the letter of credit if it fails to do so. 
However, it will not be required to put up any money because 
it will have made a separate agreement with the corppration to 
deposit funds with the bank by the time the accepted bill 
(acceptance) becomes due. The bank has merely substituted 
its credit temporarily for that of the corporation. It charges a 
small fee for this service, usually ^ to of 1%. 

Trade Acceptances. — Trade acceptances are similar to 
bankers’ acceptances. The only distinction is the acceptor. A 
banker’s acceptance is a bill of exchange accepted by a banker. 
A trade acceptance is a bill of exchange accepted by a trade 
firm. Thus in the previous example, had the Rumanian 
exporter drawn the bill directly on the corporation and the 
corporation accepted it, it would have been a trade acceptance. 

Commercial Paper — Popular usage treats promissory notes, 
bankers’ acceptances, and trade acceptances arising in the 
course of commercial transactions as commercial paper; but 
technical usage restricts the term commercial paper to issues 
of notes which are sold in the open market like bonds. These 
notes are ordinarily of large denomination. The smallest is 
usually for $2,500 and they range up to $50,000 denomination 
for a single note. $5,000 and $10,000 denominations are 
common. An issue consists of a large number of these notes 
and is sold to specialized dealers or brokers known as com- 
mercial paper houses or commercial paper brokers. They resell 
the notes, primarily to banks. To use this method, the corpora- 
tion must have very strong an4 well-known credit. As in the 
case of bank borrowing, the cost of using this channel is 
greater than the face raie would indicate. Not only do the 
commercial paper houses charge a commission, but they usually 
insist that the corporation have bank lines open so that the 
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I corporation can borrow from banks to pay off the open market 

I notes if circumstances require this procedure. Complying with 

; bank line requirements means the keeping of idle deposits and 

I hence higher costs. Further, the commercial paper house 

usually insists that the, corporation not borrow from the banks 
while the paper is outstanding. It does not want the cor- 
poration to pile up too much short-term debt. 

Net Working Capital.— -Net working capital is the excess 
li of current assets over current liabilities^^ It represents the 

j amount of the current assets brought into the business from 

I long-term sources. As an abstract figure, net working capital 

I merely indicates the amount of shrinkage that can take place 

Ij before current liabilities are not fully covered/ Since bond- 

|| holders also have claims against current assets in case of 
i' failure and since bond covenants are usually drawn to permit 

ilj the bondholders to realize on current assets, the concept of net 

i;! working capital is of slight importance. Nevertheless, many 

1 1' of those silly word battles in which professors delight to 

ji engage have been fought over whether the term working 

I I capital meant current assets or excess of current assets over 

h current liabilities. The argument apparently arose from con- 

jij fusing an economic concept of capital with an accounting 

I ! concept of proprietorship (an excess). Fortunately, abuse of 

I the economic terminology is decreasing. The terms working 

I ;! capital and net working capital as here used are now generally 

tjji accepted. 

Is!} 

Ijll ^ The Amount of Working Capital. — The amount of work- 

Ir'j |ing capital required will depend upon the nature of the 

ji; jbusiness. If trade terms require the business to carry its 

ijl customers for 10 days, it will normally have 10 days’ sales 

j!| outstanding; and 10 days’ sales at one time of year will differ 

from 10 days’ sales at another. It will also have its proportion 
jji of slow-pay sales outstanding. If it must bring raw materials 

HI from the far ends of the earth, it will have to have raw 

1 ij ■ * ■ ' ■ 

1 ; materials inventories of sufficient sizfr to guarantee the steady 
!i| flow of work through the plant without interruption. If its 
Ij I processes require 10 days for completion, it will always have a 

,1 ! 
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10 days’ stock of goods in process. Its finished goods inven- 
tory must be of sufficient size to permit the filling of cus- 
tomers’ orders as they arrive. Its cash must be sufficient to 
make payment as bills become due. Above these minima the 
corporation can make its working capital position as com-^ 
fortable as it desires. It can have sufficient cash to snap up 
bargains. It can buy in large inventories to take advantage of 
rising prices. But the amount of working capital necessary at 
any given time will vary with the circumstances of the 
company. 

Inventory Turnover. — Keeping inventories at a minimum 
speeds up their rate of turnover, since turnover is figured by 
dividing the amount of the inventory into the cost of goods 
sold. Turnover figures are, therefore, a good guide by which 
to determine whether inventories are too large. Largeness 
may come from carrying excessive quantities of necessary 
goods or from retention in the inventory of a large stock of 
unsalable goods which turn over not at all. Studies of this 
ratio are emphasized in nearly every book, but much confusion 
seems to exist in illustrations in current literature. Dozens of 
illustrations indicate the profits of quick turnover thus : A unit 
of goods costs $5 and is sold for $7, giving a profit of $2. 
If the merchant can speed up his turnover from one to two 
times, his $5 inventory will have turned over twice, and he 
will have made $4 profit. He has doubled his profit. However, 
the illustration is defective. The increase in profit has come 
from increased sales volume, not from increased rate of turn- 
over of inventory. The ordinary business finds its sales vol- 
ume limited. It can increase profits via the inventory route 
only by carefully managing inventory. Its savings here are 
directly limited. They lie chiefly in savings in interest on 
funds that would be locked up in excessive inventory, in rent 
on storage facilities for the excess, in insurance on the excess, 
in some handling expense, in some savings from shop wear, 
and in some other minor respects. These savings are worth 
while, but they are far from the spectacular sources of profit 
that many an example suggests. 
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Cash.— Cash is the barometer fund that first reflects changes 
in the affairs of the concern. When a concern is starting, the 
fund is large until the operating assets have been purchased. 

After the concern is under way, it reflects the change in ^ 
"seasonal and cyclical working capital conditions. At peak sea- 
sons inventories and receivables are built u p ; cash is lo wgred^ 

In off seasons inventories are low; cash isTngbu When busi- 
ness crashes, inventories are liquidated as fast as possible; 
receivables are collected. On the down swing of the cycle, cash 
builds up hy conversion of other assets into cash. As the cycle 
progresses, this cash is either retained in idle accounts or is 
used to meet obligations and losses. When recovery sets in, 
cash is drawn down to replace inventories; and as receivables 
increase, cash is not replenished as fast as inventories are 
purchased. If much cash has been lost, the business is soon 
forced to seek new funds to finance the return to normal 
operations. In the early stages of a business recession the 
strong cash position of corporations frequently leads to clamor 
for corporations to declare large dividends and thereby bring 
back prosperity. Little do most of the agitators realize that 
these cash resources will have to be iSsed to sustain the corpora- 
tion through the depression and then be used in restoring 
normal operations. Good financial management seeks to in- 
crease cash resources at such a time. Thus, the Morgan- 
advised ' American Telephone and Telegraph Company sold 
long-term securities in the spring of 1930. With the cash thus 
obtained it weathered the long depression without trouble. 

Other strong companies followed the same policy. I 

Cash position is particularly important in depression 
periods. During the period 1929 to 1936 it was customary 
to take the cash resources of a company and calculate the 
number of years it could hold out at its probable rate of losses. 

In this connection, the bulk of the allowance for ^)reciation 
and all of the depletion allowance in its income statements was 
assumed to help the cash position by converting fixed assets 
into cash. Not all depreciation allowances can be considered a 
source of cash help because ordinarily some machinery or 
facilities will have to be replaced in order to permit continuous 
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Figure 12. Skeleton Form of Cash Budget 
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operations. Thus, from 1931 to 1936, Bethlehem Steel Cor- 
poration required less than 60% of its credits to depreciation, 
to cover renewals, repairs, and maintenance of the period. The 
accompanying statement shows the facts. 

Depreciation, Renewal, and Maintenance Account 
Bethlehem Steel Corporation 


(Source: Moody’s Industrials, 1937, p. 816) 


Year ^ 

Credits from 
Expense 

Charges for 
Renewals, Repairs 
and Maintenance 

Excess of 
Credits 

Percentage of 
Cash Drain to 
Total Credits 

1936 

$61,696,766 

$40,360,281 

$21,336,485 

66 

1935 

41,739,086 

24,666,017 

17,073,069 

59 

1934.« 

37,818,531 

22,491,187 

15,327,344 

60 

1933 

30,845,008 

15,405,642 

15,439,366 

50 

1932 

24,536,670 

10,190,866 

14,345,804 

42 

1931 

37,165,761 

20,623,620 

16,542,141 

56 


Cash Budget. — A business normally controls its cash po- 
sition through a specialized budget. This is merely a statement 
showing a record of past receipts and disbursements together 
with estimated receipts and disbursements and current bal- 
ances, The statement will show by comparison of estimated 
disbursements with estimated receipts and bank balances 
whether or not new financing will be required during the 
period. A skeleton form of cash budget is shown herein. 
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CHAPTER 12 


INVESTMENT BANKING 

Funds Markets. — The corporation taps two types of mar- 
kets for its resources. These are the money market, or short- 
term loan funds market, and the capital market, or lC)ng-term 
funds market. The money market deals in pr omissory notes , 
commerciaLpaper, bankers' acceptances, and tra^e acceptances. 
The capital market deals in stocks and bonds. Money market 
instruments are quoted in terms , of interest yield to maturity; 

y capital market instruments, in percentages of par value of 
bonds or dollars per share of stock. However, both sets of 
instruments are priced in terms of interest rates. The rates 
in the two markets vary because of the differences in maturity 
of the claims. The short-term interest rates fluctuate much 
more widely than the long-term rates because they feel more 
immediately the effects of changing amounts of loanable 
funds. Short-term rates are much below long-term rates dur- 
ing easy money periods and above long-term rates during 
periods of stringency- People are not willing to put money 
out at long term when rates are excessively low; corporations 
are not willing to borrow for long terms when rates are exces- 
sively high, nor do corporations usually need for long terms 
the funds obtained during high rate periods. Despite the fact 
that each market has its separate rates, both tend to be influ- 
enced by each other. If long-term rates are more attractive 
than short-term rates, funds tend to flow to the long-term 
market and equalize the difference. If short-term rates are 
more attractive than long-term rates, long-term funds tend to 
flow into the short-term market. Actually, although we have 
discussed the two markets as entities, they have great vari- 
ations within themselves^ The .money market is really an 
aggregate of separate markets for the different classes of 
short-term funds, and the capital market is an aggregate of 

■ I ' 
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separate markets for different classes of capital securities. 
Eack class readies investors with different requireniSts and 
different temperaments. Methods of getting resources from 

. the money market are discussed in the chapter on working 
capital. The present chapter deals with the mechanisms of the 
capital market. 

I Organization of Capital Market. — The capital market is 
highly organized. On the purchasing side it embraces indi- 
viduals and institutional investors, such as savings banks, 
commercial banks, insurance companies, mortgage banks, trust 
companies, and investment trusts; on the selling side, the 
corporations and governments which issue securities; and be- 
tween these the securities exchanges, brokerage establishments, 
and investment banking houses which originate the issues and 
then provide a market where they can be shifted from one 
investor to another. It is no part of the purpose of the present 

I text to explain the functioning of these investment mecha- 
nisms, but it is well to point out that, because of the size of the 
funds that they employ^ the institutional investors play a lead- 
ing role in determining interest rates and investment standards. 
This chapter is confined to a description of the operations of 
the investment banker in originating, selling, and maintaining 
a market for the securities of a corporation which seeks funds 
from the capital market. 

Contacting the Investment Banker, — When a corporation 
wishes to sell long-term securities, it contacts an investment 
banking firm. It may seek the banker or the banker may seek 
it. Contrary to the impression given by some literature, the 
investment banking firms are frequently aggressive in seeking 
new issues to underwrite. They keep close watch on the capital 
needs of corporations and seek the new business when they 
find an enterprise in need of funds. After a banker has once 
underwritten an issue for a^orporation, he tends to become 
the permanent underwriter of its new issues. This fixed rela- 
tionship between bankers and corporations has been broken 
with respect to railroad equipment obligations, and pressure 
is being applied to cut more corporations loose from permanent 
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ties ; but to date the tie-ups between corporations and invest- 
ment houses have not been materially changed. 

Purchasing the Issue. — When the investment house first 
receives the new financing proposal, it makes a ^rapid sur vey 
available financial statistics of the corporati^. Tltlie situation 
provesTmviting, a memorand um contract is drawn u p giving 
the investment house an option on the new issue for a sufficient 
period of time to permit it to make a thorough investigation 
of the proposal. Thus protected in making an expensive sur- 
vey, the buying department of the investment house details its 
experts to make comprehensive accounting, marketing, engi- 
neering, and legal surveys. Some of these matters will be 
passed on by members of its own staff. Other matters will be 
investigated for the investment house by independent firms of 
consulting engineers, lawyers, or accountants. If the investi- 
gation proves satisfactory, a detailed formal purchase agree- 
ment will be negotiated. The banker will see that the maturi^ 
of the issue conforms to the customary maturities of issues in 
the industry, that the yield approximates the yield of similar 
securities in the marketTand that the detailed. .p rovis ions and 
special features conform to the current tastes of investors. 
Detailed provisions will cover compliance with securities laws, 
listing on exchanges, and reports to bankers. The engraving! 
will be arranged for by the banker. To all intents and purposes 
the trustee will be selected by him. The banker will agree to 
pay a price below the offering price to the public. This price 
will be sufficiently low to permit absorption of expenses of sale 
and to give a profit. In the case of bonds, the spread between 
banker's purchase price and public offering price may run from 
one point on high grade, readily salable bonds to ten or more 
points on a highly speculative issue. The banker will take the 
issue at the price agreed upon and bear all loss if he cannot 
resell at the assumed price. Further, he will pay the corpora- 
tion cash at the date specified in the contract even though he 
has not sold the issue. 

Purchase Group. — Since the purchasing house contracts to 
pay a fixed price for the securities, it assumes all the risks of 
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the market If security prices fall before the issue is sold, the 
bSHEeFmu^ absorb the loss as any other merchant absorbs the 
loss when he closes out merchandise at less than cost. The 
banker is willing to assume the entire risk of a small issue of 
securities. In fact, he may have sounded out customers and 
have arranged its sale before the purchase terms were ar- 
ranged. But in the case of lai’ge issues the risk is too great 
for a single firm to shoulder. {Consequently, the originating 
house forms a syndicate of investment houses to make the 
purchase.^ The originating house becomes manager of the 
syndicate, but the risks are spread. The liability of the syndi- 
cate members may be limited (divided) or unlimited (undi- 
vided). In the limited syndicate (which is more generally 
used) each member is allotted a participation of, say $1,000,- 
000. Its liability ceases when it has taken up that amount of 
the issue. In the unlimited syndicate the member is forced to 
take up unsold securities at the end of the syndicate regardless 
of the amount it has sold. It must take these unsold securities 
in proportion to its participation in the syndicate. Usually, all 
members of the purchase group purchase the securities on the 
same terms as those under which the originating house pur- 
chases them from the corporation. 

Selling Group. — The purchase syndicate will offer selling 
houses an opportunity to participate in the issue. They will 
compile a list of the houses that have good distributing facili- 
ties and clienteles. The syndicate manager will take account 
of sales staffs, over-the-counter connections, affiliations with 
institutional investors, and past willingness to take difficult 
issues along with readily salable issues. An invitation to par- 
ticipate in a selling group will then be sent by letter, specifyifig 
the nature of the participation offered. The participant will be 
offered the right to make a firm subscription to a fixed amount 
of securities or to subscribe to any amount subject to allot- 
ment by the syndicate manager. The fixed allotment is more 
commonly used. The issu^ is priced to the selling group at the 
public offering price less a concession representing a substantial 
portion of the gross, spread between the price to the purchase 
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syndicate and the offering price. Formerly, it was common to 
form a selling syndicate that purchased the issue from the 
purchase syndicate at a step-up in price. The selling syndicate 
thereby relieved the purchase syndicate of its risks. However, 
the selling syndicate has now largely disappeared. The pur- 
chase syndicate carries the risk until the securities are disposed 
of through the selling group. Members of the selling groups 
will, of course, subscribe to, or accept allotments of, issues j 
according to the possibilities of resale to their clients. 

Purpose of the Selling Group. — Selling groups are organ- 
ized in order to give wide distribution and quick sale to 
securities. Financial markets * change very rapidly ; conse- 
quently an issue must be sold promptly to avoid possibilities 
of loss. This promptness* can be obtained by interesting large 
numbers of distributors in small amounts of the issue. Wide 
diversification is necessary to reduce sales resistance and meet 
the needs of investors^) Investors usually seek to diversify their 
accounts. / Hence, if an investment house tended to bring out 
too many securities of the same companies or in the same 
industry, the investor would soon seek another firm. This 
difficulty is obviated by houses participating in issues origi- 
nated by other firms. Thus all issues tend to be diffused over 
a large clientele. 

Pure Underwriting.— Sometimes a corporation offers its 
shareholders the right to subscribe to convertible bonds or 
shares of a new issue of stockt^ A reorganization plan usually 
offers old security holders the right to take securities in the 
reorganized company on payment of an assessment/ In such 
cases the corporation is not always sure that its security 
holders will take up the new issues. If there is any real danger 
of the issue failing, the corporation will make an agreement 
with bankers that they will take the unsold portion of the 
securities. In this way the -corporation will -be assured of the 
funds. It will pay the bankers a commission for underwriting 
the success of the issue. This commission will amount to 
giving the bankers a discount on the portion taken if the issue 
fails. The commission may be a clear profit if the issue 
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succeeds. However, frequently the bankers maintain the mar- 
ket of the company's securities during the offering period ; so 
they may incur some costs though they do not have to take any 
securities directly. In other cases, the bankers take substantial 
losses as the following item from the New York Times of 
October 16, 1937, plainly indicates. 

Bethlehem Syndicate Ends. — The new Bethlehem Steel 
convertible debentures, publicly offered last week at were finally 
allowed to seek their own level in the market yesterday niorning by 
the decision to terminate the underwriting agreement late on Thurs- 
day. Unsupported by the syndicate, the debentures opened at 86 bid, 
86 and later in the day became fairly well stabilized around 87. 
This represents a drop of about points from the offering price and 
a loss of 11 points to the underwriting group from the price at which 
the issue was purchased from the company, or in the neighborhood of 
$5,000,000. The history of this financing since the original offering 
was made to stockholders of record on Sept. 8 has been one of re- 
peated reverses caused by the severe decline in the company’s stock. 
The case is regarded as an example of the risks involved by under- 
writers in making long commitments as well as of the value of 
underwriting from the viewpoint of the borrower. The financing by 
Bethlehem Steel was intended in part to replace funds for expansion 
which would otherwise have been provided out of retained earnings 
and- would have been subject therefore to a heavy surtax as undis- 
tributed profits. 

Maintaining the Market. — ^The price of an issue must be 
/ kept stable for best results in selling. If it falls, such falling 
/ will discourage purchasers. If it rises, purchasers may be 
I induced to make a quick profit by throwing the securities back 
I on the market. The syndicate tries to prevent the security 
I from moving in such a way as to handicap selling operations 

by authorizing its manager to buy and sell securities in the 
mark^tyThus orders to buy several bonds will be placed in 
the ma^et at half a point below the selling price. Orders to 
buy a larger amount of bonds will be placed at a point below 
the offering price; and ^o on. Orders to sell several bonds 
will be placed at a half point above the offering price; more 
at a point above ; and so on. Thus by purchasing bonds if they 
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tend to fall m price and selling them if they tend to rise in 
price, the syndicate stabilizes the market until the issue has 
been distributed. Purchased securities are charged back to 
the account of the original seller. 

If such stabilization is limited to creating an orderly market 
and not extended to creating an artificial price, it is both legiti- 
mate and desirable. Incidentally, it might be pointed out that, 
as a matter of policy, the United States Treasury and the 
Federal Reserve System support the securities of the federal 
government However," since the maintained issue has not 
yet found its unsupported level, many investment counselors 
caution their clients against buying new issues. 

Blue Sky Laws. — ^Various statutes have been passed for the 
protection of the investor. The federal government has set 
up an elaborate machinery for the regulation of issuing and 
trading securities. Many state legislatures had passed some 
type of securities legislation long before the federal acts of 
1933 and 1934 were enacted by Congress. The state^acts can 
be grouped into two classes, the a ^ti-fra ud acts mid^the regu- 
latory acts. The anti-fraud acts make no attempt to regulate 
security issues. Rather, they set up state machinery for the 
prosecution of sellers of fraudulent securities. The extent of 
the regulation in New York was the requirement that dealers 
file information about themselves with the Department of 
State. This information was then available to the attorney 
general in case he sought to prosecute the dealers. An over- 
whelming majority of the states have the regulatory type of 
legislation. This type, which started in, Kansas in 1911, 
usually requires that dealers be licensed and that specified types 
of security issues be licensed. The license forms for dealers 
elicit information from which the dealers^ financial responsi- 
bility can be inferred and by means of which the authorities 
can watch the dealers’ activities. The requirement of a license 
for issues gives the authorities an opportunity to check over 
certain elementary financial details o^ the concern. The federal 
acts go much further than any state laws went. The Securities 
Act of 1933, as amended, requires the corporation to file very 
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complete financial, accounting, legal, and trade information 
with the Securities and Exchange Commission at Washington 
before the issue is sold. This information is open to the in- 
spection of the investing public but is not generally used by the 
public. Investment services publish excerpts from the registra- 
tion statements of securities issues, and it is in this way that 
the public gets chief benefit from the details filed with the 
commission. Aside from the benefits of disclosure of invest- 
ment information, the Securities Act gives the Securities and 
Exchange Commission power to compel disclosure Vhen the 
registration statement is inadequate and power to prosecute in 
cases of false or fraudulent registration statements. Those 
responsible for false registration statements are made civilly 
liable to injured purchasers. The Securities Exchange Act of 
1934 gives the commission extensive powers over securities 
exchanges and markets with power to prevent manipulation of 
prices. This act also gives the commission a considerable 
amount of power to enforce sound accounting and report prac- 
tices in the field of corporate accounting. 

Underwriting Costs. — On November 1, 1937, the Securi- 
ties and Exchange Commission published statistics showing 
the cost of underwriting security issues for the five quarterly 
periods from July 1, 1936, to September 30, 1937. 

The following tables show gross underwriting spreads on bond 
issues of $5,000,000 or more, preferred stocks of $1,000,000 or more, 
and common stocks of $1,000,000 or more in each of the five quarters : 

Bond Issues 


Period 

No, of 
Issues 

Average Spread (Percentage 
of Public Offering Prices) 
Unweighted Weighted (a) 

Third quarter, 1936 . . 

18 

2.16 

2.05 

Fourth quarter, 1936 . 

33 

2.19 

2.12 

First quarter, 1937 . . 

14 

2.21 

2.22 

Second quarter, 1937 . 

...... 9 

2.08 

2.05 

Third quarter, 1937 . . 

3 

2.04 

2.01 

Third quarter, 1936 . . 

Preferred Stocks 

...... 4 

4.23 

3.97 

Fourth quarter, 1936 .■ 

. . .f. . . 14 

6.48 

5.40 

First quarter, 1937 . . 

13 

7.76 

4.25 

Second quarter, 1937 . 

9 

5.30 

2.90 

Third quarter, 1937 . . 

...... 8 

7.30 

4.14 
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Third quarter, 1936 . 

Common Stocks 
16 

12.80 

13.11 

Fourth quarter, 1936 

11 

17.54 

16.78 

First quarter, 1937 . 

....... 14 

15.43 

15.11 

Second quarter, 1937 

....... 22 

13.12 

12.50 

Third quarter, 1937 . 

4 

13.58 

12,65 


The following table gives the proportions of the gross spread paid 
to dealers distributing bond issues : 

Average Selling Group Commissions 


Period 

No. of 
Issues 

( Percentage of Gross Spr< 
Unweighted Weighted 

Fourth quaT'ter, 1936 

. 46 

43.8 

40.7 

Third quarter, 1936 . 

27 

46.2 

41.6 

First quarter, 1937 . 

. 24 

46.1 

43.4 

Second quarter, 1937 

23 

48.7 

45.8 

Third quarter, 1937 . 

4 

41.4 

43.8 


(a) Weighted by the dollars of gross proceeds of each issue, thus giving the figure 
for each issue a significance equal to the proportion of the value of the issue to the value 
of all issues. 


Expenses of registration and flotation of bond, preferred stock, 
and common stock issues, exclusive of gross underwriting spreads, 
are shown in the following table: (The Commission said this analysis 
was approximate, being based on estimates, and should be regarded 
only as an indication of the actual distribution of expenses) : 



127 Bond Issues 




Total 

Per Cent 

Per Cent 


(in thousands 

of 

of Gross 

Type of Expense 

of dollars) 

Total 

Revenues 

Registration fee .... 

. . . $ 237 

1.59 

.01 

Revenue stamp 

. . . 2,203 

14.80 

.09 

State qualifying fees . . 

. . . 4S2 

3.04 

.02 

Transfer agent 

. . . 2,632 

17.69 

.11 

Printing and engraving . 

. . . 2,754 

18.50 

.11 

Legal 

. . . 2,975 

19.99 

.12 

Accounting 

1,384 

9.30 

.06 

Engineering . . . . . . 

. . . 377 

2.53 

.02 

Miscellaneous 

. . . 1,870 

12.56 

.08 

Grand total 

. . . $14,884 

' 100.00 

.62 

71 

Preferred Stock Issues 


Registration fee .... 

. . . $ 54 

1.58 

.01 

Revenue stamp 

. . . 450 

13,31 

.09 

Transfer agent ..... 

169 

5.03 

.03 

State qualifying fees . . 

. . . 204 

6.04 

.04 

Printing and engraving . 

. . . 619 

18.33 

.13 

Legal ......... 

991 

29.34 

.20 

Accounting ..... , . 

400 ^ 

11.84 

.08 

Engineering . . . . , . 

. . . 54 " 

1.06 

.01 

Miscellaneous . . . . . . 

... 437 

12.93 

.09 

Grand total. ... . . 

. . . $3,37^ 

100 , 00 ; 

.68 
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103 Common Stock Issues 


Registration fee 

. . $ 32 

.84 

.01 

Revenue stamp 

242 

6.41 

.09 

State qualifying fees . , . 

101 

2.68 

.04 

Transfer agent 

432 

11.42 

.15 

Printing and engraving , . 

588 

15.55 

.21 

Legal 

1,030 

27.24 

.37 

Accounting 

615 

16.28 

.22 

Engineering 

69 

1.82 

.02 

Miscellaneous 

672 

17.76 

.24 

Grand total 

. $3,781 

100.00 

1.35 


Underwriting spreads vary, of course, with the credit of the com- 
pany and the size and type of issue. 


Federal Regulation of Securities. — The Securities Act of 
1933 requires the registration of security issues with the 
Securities and Exchange Commission if the mails or any 
instruments of interstate communication or transportation are 
used in their sale or delivery. This broad jurisdiction reaches 
most securities used in corporate financing. 

The registration statement must be signed by the principal 
officers and a majority of the board of directors of the issuing 
corporation. Such signatures make the signers subject to civil 
suit and criminal prosecution if the statements prove false or 
misleading*. The statements are on file in Washington and 
photostatic copies can be obtained at a nominal cost. 

Securities cannot be sold until the registration statement 
becomes effective. The statement normally becomes effective 
20 days after filing. However, the Commission can refuse to 
issue a permit to sell or can issue a stop order if it appears that 
the statement is false, insufficient, or misleading as to a 
material fact. The commission can also bring actions in the 
federal courts for prohibitory and mandatory injunctions. 

The real importance of the act lies in its requirements of 
broad disclosure of financial facts. These requirements are 
found in Schedule A, which is as follows: 

Schedule A 

(1) The name under which the issuer is doing or intends to do 

business ; • 

(2) the name of the State or other sovereign power under which 
the issuer is organized ; 
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(3) the location of the issuer’s principal business oflSce, and if the 
issuer is a foreign or territorial person, the name and address of its 
agent in the United States authorized to receive notice ; 

(4) the names and addresses of the directors or persons perform- 
ing similar functions, and the chief executive, financial and accounting 
officers, chosen or to be chosen if the issuer be a corporation, associ- 
ation, trust, or other entity; of all partners, if the issuer be a partner- 
ship ; and of the issuer, if the issuer be an individual ; and of the 
promoters in the case of a business to be formed, or formed within 
two years cprior to the filing of the registration statement; 

(5) the names and addresses of the underwriters; 

(6) the names and addresses of all persons, if any, owning of rec- 
ord or beneficially, if known, more than 10' per centum of any class 
of stock of the issuer, or more than 10 per centum in the aggregate of 
the outstanding stock of the issuer as of a date within twenty days 
prior to the filing of the registration statement; 

(7) the amount of securities of the issuer held by any person 
specified in paragraphs (4), (5), and (6) of this schedule, as of a 
date within twenty days prior to the filing of the registration state- 
ment, and, if possible, as of one year prior thereto, and the amount 
of the securities, for which the registration statement is filed, to 
which such persons have indicated their intention to subscribe ; 

(8) the general character of the business actually transacted or 
to be transacted by the issuer ; 

(9) a statement of the capitalization of the issuer, including the 
authorized and outstanding amounts of its capital stock and the pro- 
portion thereof paid up, the number and classes of shares in which 
such capital stock is divided, par value thereof, or if it has no par 
value, the stated or assigned value thereof, a description of the re- 
spective voting rights, preferences, conversion and exchange rights, 
rights to dividends, profits, or capital of each class, with respect to 
each other class, including the retirement and liquidation rights or 
values thereof; 

(10) a statement of the securities, if any, covered by options out- 
standing or to be created in connection with the security to be offered, 
together with the names and addresses of all persons, if any, to be 
allotted more than 10 per centum in the aggregate of such options; 

(11) the amount of capital stock of each class issued or included 
in the shares of stock to be offered; 

( 12) the amount of the funded debt outstanding and to be created 
by the security to be offered, with a brief description of the date, 
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maturity, and character of such debt, rate of interest, character of 
amortization provisions, and the security, if any, therefor. If substi- 
tution of any security is permissible, a summarized statement of the 
conditions under which such substitution is permitted. If substitution 
is permissible without notice, a specific statement to that effect; 

(13) the specific purposes in detail and the approximate amounts 

to be devoted to such purposes, so far as determinable, for which the 
security to be offered is to supply funds, and if the funds are to be 
raised in part from other sources, the amounts thereof and the sources 
thereof, shall be stated ; ^ 

(14) the remuneration, paid or estimated, to be paid, by the issuer 
or its predecessor, directly or indirectly, during* the past year to 
(a) the directors or persons performing similar functions, and (b) its 
officers and other persons, naming them wherever such remuneration 
exceeded $25,000 during any such year ; 

(15) the estimated net proceeds to be derived from the security 
to be offered; 

(16) the price at which it is proposed that the security shall be 
offered to the public or the method by which such price is computed 
and any variation therefrom at which any portion of such security is 
proposed to be offered to any persons or classes of persons, other than 
the underwriters, naming them or specifying the class. A variation 
in price may be proposed prior to the date of the public offering of 
the security, but the Commission shall immediately be notified of such 
variation ; 

(17) all commissions or discounts paid or to be paid, directly or 
indirectly, by the issuer to the underwriters in respect of the sale of 
the security to be offered. Commissions shall include all cash, securi- 
ties, contracts, or anything else of value, paid, to be set aside, disposed 
of, or understandings with or for the benefit of any other persons in 
which any underwriter is interested, made, in connection with the 
sale of such security. A commission paid or to be paid in connection 
with the sale of such security by a person in which the issuer has an 
interest or which is controlled or directed by, or under common con- 
trol with, the issuer shall be deemed to have been paid by the issuer. 
Where any such commission is paid the amount of such commission 
paid to each underwriter shall be stated ; 

(18) the amount or estimated amounts, itemized in reasonable 
detail, of expenses, other than commissions specified in paragraph 
(17) of this schedule, incurred or borne by or for the account of the 
issuer in connection with the sale of the security to be offered or 
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properly chargeable thereto, including legal, engineering, certifica- 
tion, authentication, and other charges ; 

(19) the net proceeds derived from any security sold by the issuer 
during the two years preceding the filing of the registration state- 
ment, the price at which such security was offered to the public, and 
the names of the principal underwriters of such security ; 

(20) any amount paid within two years preceding the filing of the 
registration statement or intended to be paid to any promoter and 
the consideration for any such payment; 

(21) tj;ie names and addresses of the vendors and the purchase 
price of any property, or good will, acquired or to be acquired, not in 
the ordinary course of business, which is to be defrayed in whole or 
in part from the proceeds of the security to be offered, the amount 
of any commission payable to any person in connection with such 
acquisition, and the name or names of such person or persons, together 
with any expense incurred or to be incurred in connection with such 
acquisition, including the cost of borrowing money to finance such 
acquisition ; 

(22) full particulars of the nature and extent of the interest, if 
any, of every director, principal executive officer, and of every stock- 
holder holding more than 10 per centum of any class of stock or more 
than 10 per centum in the aggregate of the stock of the issuer, in any 
property acquired, not in the ordinary course of business of the 
issuer, within two years preceding the filing of the registration state- 
ment or proposed to be acquired at such date; 

(23) the names and addresses of counsel who have passed on the 
legality of the issue ; 

(24) dates of and parties to, and the general effect concisely stated 
of every material contract made, not in the ordinary course of busi- 
ness, which contract is to be executed in whole or in part at or after 
the filing of the registration statement of which contract has been 
made not more than two years before such filing. Any management 
contract or contract providing for special bonuses or profit-sharing ar- 
rangements, and every material patent or contract for a material 
patent right, and every contract by or with a public utility company 
or an affiliate thereof, providing for the giving or receiving of tech- 
nical or financial advice or service (if such contract may involve a 
charge to any party thereto at a rate in excess of $2,500 per year in 
cash or securities or anything else of value), shall be deemed a mate- 
rial contract; 

(25) a balance sheet as of a date not more than ninety days prior 


INVESTMENT BANKING 


199 


to the date of the filing of the registration statement showing all of 
the assets of the issuer, the nature and cost thereof, whenever deter- 
minable, in such detail and in such form as the Commission shall 
prescribe (with intangible items segregated), including any loan in 
excess of $20,000 to any officer, director, stockholder or person ^ 
directly or indirectly controlling or controlled by the issuer, or person 
under direct or indirect common control with the issuer. All the 
liabilities of the issuer in such detail and such form as the Commis- 
sion shall prescribe, including surplus of the issuer showing how and 
from what sources such surplus was created, all as of a^date not 
more than ninety days prior to the filing of the registration statement. 

If such statement be not certified by an independent public or certified 
accountant, in addition to the balance sheet required to be submitted 
under this schedule, a similar detailed balance sheet of the assets 
and liabilities of the issuer, certified by an independent public or 
certified accountant, of a date not more than one year prior to the 
filing of the registration statement, shall be submitted; 

(26) a profit and loss statement of the issuer showing earnings 
and income, the nature and source thereof, and the expenses and fixed 
charges in such detail and such form as the Commission shall pre- 
scribe for the latest fiscal year for which such statement is available 
and for the two preceding fiscal years, year by year, or, if such issuer 
has been in actual business for less than three years, then for such 
time as the issuer has been in actual business, year by year. If the 
date of the filing of the registration statement is more than six months 
after the close of the last fiscal year, a statement from such closing 
date to the latest practicable date. Such statement shall show what 
the practice of the issuer has been during the three years or lesser 
period as to the character of the charges, dividends or other distribu- 
tions made against its various surplus accounts, and as to depreci- 
ation, depletion, and maintenance charges, in such detail and form as 
the Commission shall prescribe, and if stock dividends or avails from 
the sale of rights have been credited to income, they shall be shown 
separately with a statement of the basis upon which the credit is 
computed. Such statement shall also differentiate between any re- 
curring and nonrecurring income and between any investment and 
operating income. Such statement shall be certified by an independent 
public or certified accountant ; , 

(27) if the proceeds, or a«iy part of the proceeds, of the security 
to be issued is to be applied directly or indirectly to the purchase of 
any business, a profit and loss statement of such business certified by 
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an independent public or certified accountant, meeting the require- 
ments of paragraph (26) of this schedule, for the three preceding 
fiscal years, together with a balance sheet, similarly certified, of such 
business, meeting the requirements of paragraph (25) of this schedule 
of a date not more than ninety days prior to the filing of the registra- 
tion statement or at the date such business was acquired by the issuer 
if the business was acquired by the issuer more than ninety days prior 
to the filing of the registration statement; 

(28) a copy of any agreement or agreements (or, if identic agree- 
ments are used, the forms thereof) made with any underwriter, 
including all contracts and agreements referred to in paragraph (17) 
of this schedule; 

(29) a copy of the opinion or opinions of counsel in respect to the 
legality of the issue, with a translation of such opinion, when neces- 
sary, into the English language ; 

(30) a copy of all material contracts referred to in paragraph 
(24) of this schedule, but no disclosure shall be required of any 
portion of any such contract if the Commission determines that dis- 
closure of such portion would impair the value of the contract and 
would not be necessary for the protection of the investors ; 

(31) unless previously filed and registered under the provisions 
of this title, and brought up to date, (a) a copy of its articles of 
incorporation, with all amendments thereof and of its existing by-laws 
or instruments corresponding thereto, whatever the name, if the 
issuer be a corporation; (b) copy of all instruments by which the 
trust is created or declared, if the issuer is a trust; (c) a copy of its 
articles of partnership or association and all other papers pertaining 
to its organization, if the issuer is a partnership, unincorporated asso- 
ciation, joint-stock company, or any other form of organization ; and 

(32) a copy of the underlying agreements or indentures affecting 
any stock, bonds, or debentures offered or to be offered. 

In case of certificates of deposit, voting trust certificates, collateral 
trust certificates, certificates of interest or shares in unincorporated 
investment trusts, equipment trust certificates, interim or other re- 
ceipts for certificates, and like securities, the Commission shall estab- 
lish rules and regulations requiring the submission of information of 
a like character applicable to such cases, together with such other 
information as it may deem appropriate and necessary regarding the 
character, financial or otherwise, of the«actual issuer of the securities 
and/ or the person performing the acts and assuming the duties of 
depositor or manager. 
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CHAPTER 13 

THEORY OF ISSUING SECURITIES 

/ Financing Problem.-^Two general points of view must be 
kept in^iind in framing the securities structure of a corpora- 
tion: (1) the securities structure must conform to the asset 
structure of the business, and (2) it must so distribute income, 
risk, and control that the business will function smoothly and 
be able to raise new funds whenever necessary. These prin- 
ciples apply alike to simple and to consolidated companies. It 
makes little difference whether we create a business unit 
directly or whether we create it from several smaller units. 
The fundamental nature of assets does not change. Nor do 
the fundamental relationships of securities to earnings and of 
securities to assets change. Some modifications of financial 
structure are frequently found in consolidated companies ; but 
these are usually the result of accommodating the original 
financial structures of constituent companies, not changes in 
principles. The principles here stated underlie discussion of all 
types of financial structures hereafter mentioned in the book. 

Asset Structure — The accompanying diagram summarizes 
the discussion of asset structure contained in the preceding 
chapters. As previously pointed out, the business will secure 
temporary (variable) working capital by short-term borrow- 
ing. It will secure a small amount of regular (required 
throughout the year) working capital from trade creditors by 
not paying for goods until the end of the cash discount period. 
It will secure the rest of its regular capital requirements, both 
working and fixed, through sale of long-term securities, so that 
no creditor can embarrass the company by cutting off necessary 
funds. The only difference between promoting a new enter- 
prise and promoting a consolidation of several old enterprises 
is that in the first case the securities structure constitutes a 
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means of raising capital to provide the prospective assets; in 
the latter case, it constitutes a means of apportioning the 
rights to existing assets and to the earnings that go with 
them. In so far as the issue of long-term securities is con- 
cerned, it would be no safer for a consolidated company to 
jeopardize its solvency by obtaining permanently required cap- 
ital on short-term contracts than it would be for a simple 
corporatfe enterprise to do the same thing. 



A z= Assets supplied by short-term borrowing. 

B ~ Assets supplied by normal discount period. 

C and D evidenced by long-term securities. 

Income, Risk, and Control. — ^The problem of distributing 
income, risk, and control resolves itself into a choice of types 
of securities. As risk increases, income should rise to com- 
pensate for taking the risk. As risk increases, control should 
increase SO that the holder of the security will be in a position 
to take action to meet the r^sk. Hence, nsk^ jncome, . and con- 
trol should go together. The bondholder is sheltered from risk 
by the stockholders’ investment. The stockholder must lose all 
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before the bondholder loses. Because he is placed in a sheltered 
position, the bondholder is given a low rate of interest and no 
voting power. On the other hand, the common stockholder 
bears the first losses, takes the residual earnings, however 
large, and retains voting control. He is in a position to change 
the management and meet the changing risks. As boi|ds be- 
come more risky- by liberal, issue, interest rates rise to com- 
pensate for the risk. As preferred stock becomes more risky, 
the specified rate of dividend rises. All standards for the issue 
of securities are relative to the rate of interest or dividends 
carried by those securities. Thus a public utility bond of a 
company which has a single mortgage debt not exceeding 60% 
of its assets, whose interest charges are earned two to two and 
a half times on the average, and whose charges are earned once 
with a margin in the poorest year will sell normally to yield 
5 to 5^4% per annum. This standard does not mean that 
weaker bonds cannot be sold. They can, but their interest yield 
will rise so that the higher rate will compensate the investor 
for the greater risks. Weak bonds may have to carry 6% or 
even more as the standard becomes progressively weaker. 
Hence, all later discussion is based on an assumed income 
yield on securities. 

Facilitating Future Financing. — ^The securities plan has 
two objectives : ( 1) to raise capital for the present undertaking 
(or to consolidate existing structures) and (2) to facilitate 
future financing. That is, the corporate organization is in- 
tended to go on. Immediate financing is important, but the 
future must not be lost sight of. As the business grows and 
expands, it will need more capital ; as present bond issues 
become due, the company will have to put out refunding issues. 
Under these circumstances the financial structure must be built 
to stand up under long-range conditions. This means that 
technical provisions must be made for growth and that eco- 
nomic relationships must be kept such that the new securities 
will be attractive to investors. , 

Technical provision is made by creating open end mortgages 
and by providing substantial amounts of authorized but un- 
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issued preferred and common stock. Economic relationships 
are kept attractive by keeping fixed charges well within earning 
power of the corporation so that new issues will be readily 
salable. In some corporations bonds are not issued; so when 
an emergency arises, the company can mortgage the plant to 
get new funds. Hudson Motor Car Company resorted to a 
mortgage on its unmortgaged plant in the 1929-1937 depres- 
sion. Other companies merely fail to use their full borrowing 
power during normal times. 

Investment Standards. — Since securities are sold to in- 
vestors, financing must take account of investment standards. 
Lawrence Chamberlain has laid down ^ what he designates the 
ten elements of an ideal investment : 

1. Security of principal 

2. Stability of income 

3. Fair income return 

4. Marketability 

5. Value as collateral 

6. Tax exemption 

7. Exemption from care 

8. Acceptable duration 

9. Acceptable denomination 

10. Potential appreciation 

It will be noted that the first three of these are basic in setting 
up the securities structure. Fundamentally they involve the 
fiy[jbLU:e.j:elatianships of secuxitks The 

other elements mentioned involve either minor problems of 
fitting issues to investor's tastes or are dependent principally 
on the first three. Since these relationships are so important, 
they will be discussed in some detail. 

Relationships to Earnings. — ^The essence of all sound 
financing is successful prediction of the future earnings of an 
enterprise. The end and object of a business undertaking is to 
^^make money." Securities, find their ultimate value in the 


^ Chamberlain, L. and Edwards, G. W., The Principles of Bond Investment, 
Ch. 3, Henry Holt & Co., New York, 1927. 
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income that th§y entail. Hence, the relationship of bonds, 
preferred stock, and common stotk to earnings is fundamental. 
This relationship has two aspects; (1) the amount of income 
accruing to bonds or shares and (2) the regularity or stability 
of that income. * 

The amount of income attaching to a single bond or pre- 
ferred share is determined by studying the yields of similar 
securities in the market at the time the issue is brought out. 
Under^ ordinary circumstances the company feels no reluctance 
to sell an issue of bonds or preferred stock at lower yield than 
long-term conditions warrant because, if new financing is 
necessary at a later date, a higher yield issue can be put out 
to attract the necessary investment funds. Since the enterprise 
is presunjably run for the benefit of the common stockholders, 
the lower the yield obtainable, the better. However, it is other- 
wise with common stock, for the new stock ranks equally with 
the old, and unless experience has been satisfactory in the past, 
the public will not purchase a new issue on satisfactory terms 
(especially at par value for shares having par value). Etjuity 
issues, therefore, involve long-term yield considerations.^ 
»These are best resolved by studying yields of similar enter- 
prises over a considerable period and then modifying the con- 
clusions to meet probable future conditions. Technically thej 

( supply price of the use of capital includes pure interest, ' 
premium for risk, ^and wages of management. However, at 
any given time the capital market places a composite value on 
these elements. This’ value is the current yield of securities 
having the same interest, risk, and management factors. 
Direct reference to the capital market, which itself ultimately 
determines whether an enterprise is over- or undercapitalized, 
affords tlje best means of settling the rate of capitalization for 
individual securities^ 

® The J. P. Morgan & Company statement to the Senate Committee on Bank- 
ing and Currency put the matter thus : “It is not the practice of responsible 
bankers and dealers in pricing a new equity issue to charge all the traffic will 
bear— it would be inexcusable to do so in an inflation market such as prevailed 
in 1929 — ^but rather to name a fair price , (based on actual and expected earn- 
ings, not speculative market quotations), add stick to that price with all those 
invited to subscribe to the original issue, whether public or private/’ {Reprints 
of Statements Submitted by Members of /. P. Morgan & Co. to Senate Com'- 
niittee on Banking and Currency at Its Hearings in Washington, May 23 to 
June 9, 1933, p. 19,) 
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Interest. — The determination of the proper relationship of 
the aggregate amount of bond interest to earnings is not simple. 
Whereas it does not damage the credit of the company seri- 
ously to sell bonds at a subnormal yield during a favorable ^ 
condition in the capital market, it does damage credit seriously 
to sell too many bonds. The aggregate interest burden must 
not exceed conservative limits if the company is to be ablei:o 
finance economically in the future. The bond interest should 
be earned by a safe margin in the poorest year, and it §hould 
be earned by a considerable margin on the averageyWhat 
constitutes a safe margin is the amount of coverage that will 
allay any feeling on the part of the investing publicHhat the 
bond interest will not continue to be earned. What constitutes 
ample average coverage varies with the risk element, but in 
the final analysis the investing public sets certain terms for 
different industries. Investment literature abounds with state? 
ments that bond interest should be earned twice on the average ; 
but like all financial rules of thumb this standard should be 
applied only to a limited number of the most stable companies. 

It does not fit the rank and file of enterprises. Each case must 
be decided on its individual merits, but the standard can be 
related back to actual market experience of similar securities. 
The accompanying table shows average times interest earned 
figures for representative companies. (See page 208.) 

Returning to the matter of earnings in the poorest year, it 
will be noted that the necessity for complete coverage of inter- 
est in the poorest year is not pressing if the company has 
sufficient cash resources to make payments until earnings are 
again ample. But for general purposes this qualification is of 
little avail in maintaining market prices. Past experience has 
shown that managements cannot always be trusted to foresee 
depressions, nor can they be trusted to have abundant cash 
resources when cash resources are most necessary. Depression 
periods are literally strewn with the cases of corporate manage- 
ments which dissipated cash resources in the early stages of 
depression only to be seriously embarrassed for lack of cash 
in the later stages. Because of this general lack of foresight 
on the part of corporate managements, the investing public 
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attaches more importance to actual earnings coverage than it 
does to the possibility that the management may see hard times 
coming and prepare for them. This, then, is the real basis for 
requiring that estimated future earnings cover interest in the 
poorest year. 

The requirement that the total interest charges bear a con- 
servative relationship to earnings is directed to two points. 
First, there should be no possibility of jeopardizing the sol- 
vency of the enterprise; but more especially, credit should be 
such that future financing on an economical basis will at all 
times be possible. That is, financing should be possible in 
periods of depression. At the time of original financing, no 
person can foresee whether important financing will have to be 
faced in a future period of depression; so all financial plans 
should provide for that contingency. Hence, tot^ interest 
charges should be kept within conservative limits^,/ 

These statements hold for consolidated companies as well 
as for simple companies. Dogmatically we can say that con- 
solidated interest charges should not exceed consolidated earn- 
ings in the poorest year any more than should the interest 
charges of a simple company. Consolidated companies vary 
from the simple situation only to the extent that greater diver- 
sity of operations may make minimum earnings relatively 
greater for the consolidated company. In respect to the ratio 
of interest charges to average earnings the consolidated com- 
pany can have a higher ratio than the simple company only 
if greater diversity of operations gives greater stability to 
earnings and greater size gives greater competitive protection. 
In other words, the consolidated company can no more trans- 
gress with impunity the prime relationships of interest charges 
to total income than can the original corporations. 

Preferred Dividends. — Dividends of highest grade pre- 
ferred stock should be covered in the poorest year. In fact, 
the nearer preferred stock approaches an investrhent basis the 
closer it must conform to 'the principles of bond financing. If 
the investing public is to purchase preferred stock on a low 
yield basis, it must have ample assurances that the dividends 
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will be paid. Such assurances involve dividend relationships to 
average earnings as well as relationships to minimum earnings. 
The principles are the same as those applying in cases of bond 
interest. Investment literature presents the rule of thumb that 
whereas bond interest may absorb one-half of total income, 
bond interest plus preferred dividends may absorb up to three- 
fourths of total recurring income of the most stable companies. 
However, as income becomes less stable and less dependable, 
the proportion of income that can safely be taken for these 
charges must be sharply reduced. Each case must be analyzed 
on its own merits. Of course, if the preferred stocks are to 
be made more speculative, these standards will be disregarded. 
In this case the yield of the stock will rise with the risk. The 
principles apply alike to consolidated and simple companies. 

Earnings on Common Stock. — During normal times, earn- 
ings on common stock should be sufficient to keep the market 
price of the stock at or above par, or at or above stated value 
for no-par stock. If stock cannot be maintained at this level 
of price, difficulty will be encountered in future financing. 
This standard applies without change, regardless of the type 
of company. 

Relationships to Assets. — ^As is pointed out more fully in a 
later chapter, the value of a business as a whole and of fixed 
assets as a separate class depends on earning power. Much 
of the value of assets is locked up in the earning power of the 
individual establishment, and the enterprise must itself succeed 
if these values are to be realized. This is not true of all of the 
individual assets; for although some are inseparably bound up 
with the fate of the enterprise, others can be transferred to 
other enterprises or to other uses and hence have independent 
values. It is the assets of independent value that are of pri- 
mary importance in determining the relationship of securities 
to assets. The following excerpt from the 1923 ‘‘Report of the 
Industrial Securities Committee’' of the Investment Bankers 
Association of America ® states the situation in considerable 
detail: 

^Proceedings, 2\S-21S. 
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I A company can raise money on the strength of its fixed assets, its 
[current assets, and its earning power. A mortgage involves giving 
^ the investor a lien on supposedly salable property. In the case of an 
unsecured debenture or note, the money is advanced on the general 
character and credit of the company, and the expectation that it will 
conserve and increase its assets, both permanent and current, so as 
to have on hand always a safe margin over the amount of the loan. 
Common stock represents a share in the ownership with all the risks 
of the business and all the rewards. Preferred stock is simply a top 
slice, so to speak, of the common stock, receiving preference^ in liqui- 
dation of assets and a fixed income somewhat higher than the going 
interest rates, but foregoing any further rewards. 

A company's mortgageable properties are usually real estate, plant 
and equipment, natural resources such as coal or timber, or occasion- 
ally stocks of a salable commodity such as copper or oil. A company 
owning valuable real estate can ordinarily raise money on it regard- 
less of its use. If the company has an expensive manufacturing plant, 
the amount for which this can be mortgaged depends, or should 
depend, on the amount that other people would pay for it for their 
own uses — for the same kind of business or for some similar business 
requiring the same sort of plant — ^not necessarily at forced sale but 
at careful sale within a reasonable time. And it must be assumed 
that a purchaser will be found only at a price that would be cheaper 
than the cost of building or buying as satisfactory a plant elsewhere. 
In order to be good mortgage security, property should possess three 
qualities— continued usefulness, substantial value at the end of a term 
of years, and ready salability at all times. Ordinary manufacturing 
machinery and equipment — as for example, might exist in a rented 
factory — is usually not mortgageable, but transportation equipment, 
such as tank cars, ore steamers, etc., may properly be the basis of 
equipment mortgages. Even with valuable plant and machinery, it 
may not be practicable to raise money on mortgages — as in the case 
of the New England textile concerns, where the customary banking 
arrangements tend to discourage such mortgaging of fixed assets. 

Coal lands and ore lands containing admittedly valuable deposits 
can be mortgaged for a long term, if a sinking fund is provided to 
reduce the loan as production reduces the coal or ore. The same is 
true of timber lands. The same is also true of accumulated stocks of 
staple commodities which ai^ simply carried on loans awaiting a 
favorable market, when the proceeds of sale go specifically to retire 
the loans. 
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Current assets can be used as a basis for raising funds, not on 
mortgage, but on unsecured bonds or notes or bank loans, which 
ordinarily rank alike. The amount which can be borrowed i§ based 
on the margin of current assets over current liabilities, or Bit so- 
called net quick assets or working capital. As these assets are con- 
stantly shifting, they cannot be specified as security for a loan. 
Accordingly the loan is made against a lump sum of net quick assets 
which the company agrees to maintain at not less than a specified 
proportion to the amount of loans which rank equally against these 
assets. Thus the security of the investor rests on the promise of the 
company that the assets will be available at all times, rather than on 
the ability to go in and take possession of certain specified properties. 

Working capital may decrease through losses instead of profits on 
sales; from inventory value shrinkage, or the failure of customers to 
pay up; and from the depletion of cash assets through payment of 
interest and dividends. Of all these causes of decrease in assets, only 
one — that of dividend payments — is entirely within the company’s 
control, which leads to the customary provision that the company shall 
not, by dividend payments, reduce its net quick assets below a certain 
point The other contingencies only can be guarded against, from 
the investor’s point of view, by advancing a comparatively small 
amount, as 50% for example, against the net quick assets. If the 
company makes an unsecured loan against its combined fixed and net 
current assets, it usually agrees not to mortgage its fixed assets, and 
to keep intact a specified proportion of total assets to the amount of 
the loan and a specified proportion of net quick assets as well. In this 
case, with the further security of the unmortgaged fixed assets, the 
proportion of the loan to the net quick assets can be considerably 
greater than if the net quick assets stood alone. 

High Grade Bonds — The theory of bond financing is that 
the bondholder takes a limited return plus a sheltered position 
in lieu of an unlimited return and unlimited risks. Since the 
bondholder does not share in increased profits of the enter- 
prise, he should be protected against loss. Henqe, his claim 
should be amply protected without counting bn values pri- 
marily incidental to a going concern. In case the enterprise 
should fail, he ought still to be abk to realize the amount of 
his claim. Carried to its logical conclusion, this principle 
requires that all debts be covered by an ample amount of assets 
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at their liquidation values. For competitive companies, these 
liquidation values are found primarily in current assets, real 
estate^nd natural resources (e.g., coal and timber), and only 
to a small extent in specialized fixed assets which will probably 
have little value if they cannot be made to succeed in the 
present enterprise. As a corollary of this requirement, protec- 
tive covenants must be so drawn that these assets can be 
realized upon before they have been dissipated. This require- 
ment is especially important where current assets constitute the 
chief protection of a bond issue. In addition, covenants* should 
limit the ratio of debts to assets, should prevent too liberal 
dividend policies, and should cause the maintenance of a proper 
balance between fixed and current assets. These standards 
apply alike to consolidated and simple companies. To the 
extent that they are abused, the bond issues depart from sound 
investment standards. 

Bonds of Monopolies. — ^An exception to the requirement 
that bonds to be high grade be amply protected by liquidation 
values occurs in cases of monopoly. In these cases, fixed assets 
are given greater assurance of earning capacity in their present 
uses than they are in competitive cases. Since earnings are 
protected by monopolistic position, bonds can be issued in 
excess of liquidation values. Railroads and public utilities are 
examples of companies that can safely bond far In excess of 
scrap values of their properties. However, because earnings 
are publicly regulated to a limited rate of return on the value 
of their properties, the complete financial structures of these 
companies should conform more closely to asset valuations 
than need those of industrials. 

Intermediate Securities.*^ — 

There are two types of industrial securities where the purchasers 
can know exactly what they are getting. The first is the first mort- 
gage bonds of a company whose property would sell at any time for 
an amount much in excess of the bond issue. The other is the com- 
mon stock of a concern wheTe the investor puts his money in with 

^ Investment Bankers Association of America, Proceedings j 1924, pp. 203-4. 
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the idea of getting unlimited rewards or taking a risk up to the 
amount of his investment. In one of these cases he is lending on 
ample security and gets a fairly low rate. In the other case he is 
backing a group of men who he thinks are going to be successful in 
whatever they undertake and wishes to associate himself with them 
and is willing to abide by the consequences. 

Between these two classes of securities, however, is a very large 
field of debenture bonds, notes and preferred stocks ; and it is in this 
class that a great many of the casualties occur and misunderstandings 
arise between the investor and the investment banker. Investment 
practice has set up restrictions of many sorts to give to these inter- 
mediate issues security which will appeal to the investor and protect 
him, but in the long run practically all of these securities come down 
to the plain facts of accepting a fixed rate of return and taking a 
certain amount of business risk. No matter how successful an enter- 
prise may be, investors in such securities practically never share the 
success except in the way of improving security; but on the other 
hand if a company gets into difficulties, they will be in a very uncom- 
fortable position and it is no consolation to them to know that the 
people who held the common stock of the company have suffered 
more severely than they. They consider that these common stock 
holders know their risks and accepted them; but they, as holders of 
the preferential securities, have expected protection which frequently 
proves to be lacking at a time of crisis. 

It would probably be impossible to finance companies entirely on 
the basis of first mortgages and common stock. There are probably 
not enough investors of these two classes to provide the money that 
is needed, so appeal is made to the great middle class of investors 
who want a fair rate of return and a certain amount of security. 
This is one more feature of the business which puts a very large 
responsibility on the investment banker; because he not only has to 
assist the company in its financing, which frequently involves junior 
mortgage bonds, debenture bonds and preferred stocks, but he has to 
provide investments of this character for many of his customers who 
want a fairly good return and a minimum of risk. A great deal of 
the best banking thought has been given to the question of how 
restrictions are to be put on the intermediate securities. There is 
always a desire to make a debenture bond look as much as possible 
like a mortgage bond and to make a preferred stock look as much as 
possible like a bond. In this attempt it sometimes happens that com- 
panies are Jiampered unduly in their ability to do business and so, in 
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tlie long run, the investor loses rather than gains by having too many 
restrictions. Industrial reorganizations have demonstrated in some 
recent instances that restrictions of this kind were very serious con- 
tributing factors to the difficulties in which the companies found 
themselves. 

Preferred Stock. — If preferred stock is to approach a pure 
investment basis, which is only one way of viewing it, it 
should be protected by liquidation values, by covenants to 
prevent incurrence of excessive debt, and by covenants to 
maintain proper liquidity of assets quite as much as* should 
bonds. As it approaches a speculative ownership interest in the 
business, these protections may be relaxed. Since preferred 
stock is a hybrid, sometimes imitating bonds and sometimes 
imitating common stock, the decision as to relationships must 
rest on the type of investor or speculator to be reached and 
the dividend rate to be paid. 

Common Stock. — Common stock, on the other hand, repre- 
sents the residual equity in the business. The holders of the 
common stock exercise control of the corporate organiza- 
tion. They are primarily interested in the business as a going 
concern. Hence, shares of common stock are purchased and 
held, not as a protected investment commitment but as an 
equity in earning power. Here, asset protection is a secondary 
consideration. 
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CHAPTER 14 


FINANCIAL STRUCTURE 

Reduction of Theory to Definite Standards. — In actual 
financing the theory of issuing securities must be reduced to 
definite ^figures. As has been noted, standards are relative to 
interest rates. The interest rates in the capital market vary 
from time to time. Rates are sometimes normal, sometimes 
“easy,’' and sometimes high. At any given time the investment 
bankers ascertain the prevailing yields of similarly situated 
issues and bring out new issues on a like basis. However, the 
corporation should not ordinarily issue bonds in a low rate 
market in excess of the amount that would leave normal rela- 
tionships of interest to earnings Tf those bonds were later 
refunded at normal rates. Otherwise, subsequent refunding 
might cause a tremendous reduction in the value of the com- 
mon stock. For example, assume a railroad corporation with 
average earnings of $5,000,000 and poor year earnings of 
$3,000,000 issues $100,000,000 of 3% bonds, and 500,000 
shares oL common stock. Later the bonds are refunded at 
4/4 %• The earnings left for common stock will drop from 
$2,000,000 or $4 per share, to $500,000, or $1 per share. The 
shares will fall in the market to probably less than one-foUrth 
of their former value. Their return has been decreased, and 
the risk factor incidental to fixed charges has been increased 
considerably. With these observations let us set up and apply 
some normal standards to public utilities, industrials, real 
estate companies, and banks. 

Normal Standards. — No one would venture to set a rate of 
interest for bonds or a rate of dividends for preferred stock 
which would be valid for all years.^ Such rates are the result 
of the interplay of all those complex social, political, psycho- , 
logical, and economic factors which determine the supply of 
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capital available for investment and which determine the de- 
mand for that capital. The investment house merely prices 
issues to fit the current market. However, the financier and 
investor must look to more distant probabilities. Here past 
experience offers some jumping off points for future analysis. 
The accompanying tables give the yields of 120 bond issues 
contained in the Moody indexes and the yields of new bond 
and preferred stock issues by years. 

Under normal conditions the bonds of a compact public 
utility company will sell to yield 5 to 5j4% (1) if its interest 
charges are earned twice on the average, (2) if they are earned 
once in the poorest year, and (3) if its total debt is within 
60% of its total assets conservatively valued. For a yield of 
S to 534 % interest should be earned more times on the average 
if the company’s properties are scattered and the risks thereby 
increased. Roughly the same standards should hold for the 
railroads, though general investment literature permits average 
interest coverage to fall to one and three-fourths times. Bonds 
of an industrial company selling a staple product will sell on a 
5 to 6% basis (1) provided interest charges are earned three 
to four times on the average, (2) provided they are earned 
once in the poorest year, and (3) provided the total bonded 
debt is covered by liquidation values. If there are sinking 
fund requirements, these should also be earned in the jpoorest 
year to prevent default. 

Public utility preferred stock will normally sell to yield 6 
to f% (1) provided not more than one-half of the net earn- 
ings are taken by bond interest, (2) provided combined fixed 
charges and preferred dividends do not take more than 65% 
to 70% of the total average net earnings, and (3) provided 
that combined total debt and preferred stock do not exceed 
80% of the corporation’s assets. The preferred dividends 
should be earned except in a very abnormal year in a business 
cycle. 

Since future poor years are difficult to estimate, some finan- 
cial houses assume that boTid interest -should be covered if the 
company were to have a shrinkage in normal gross revenues 
of 20% and were to be unable to reduce operating expenses. 
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Average Railroad Bond Yields 
(Source: Moody’s Industrials) 


Year 

Aaa(lO) 

Aa(lO) 

A(10) 

Baa(lO) 

Ave.(40) 

1 

1937 

3.SS 

3.83 

4.47 

5.99 ^ 

4.46 

1936 

3.47 

3.65 

4.28 

5.55 

4.24 

1935 

3.76 

4.05 

4.80 

■ 7.18 

4.95 

1934 

4.08 

4.47 

4.96 

6.33 

4.96 

1933 

4.64 

5.77 

6.39 

7.54 

6.09 

1932 

S.32 

6.55 

8.20 

10.35 

7.60 

1931 

4.66 

5.39 

6.39 

7.93 

6.09 

1930 

4.45 

4.69 

4.99 

5.72 

4.96 

1929 

4.64 

4.91 

5.23 

5.93 

5.18 

1928 

4.40 

4.63 

4.94 

5.42 

4.85 

1927 

4.36 

[ 4.67 

4.91 

5.38 

4.83 

1926 

4.57 

4.97 

5.16 

5.84 

5.13 

1925 

4.70 

5.24 

5.60 

6.51 

5.51 

1924 

4.78 

5.44 

6.13 

7.25 

5.90 

1923 

4.86 

5.63 

6.56 

7.92 

6.24 

1922 

4.74 

5.63 

6.09 

7.10 

5.89 

1921 

5.42 

6.40 

7.27 

8.56 

6.91 

1920 

5.64 

6.44 

7.73 

8.68 

7.12 

1919 

5.23 

5.76 

6.87 

7.81 

6.42 


Average Public Utility Bond Yields 


(Source: Moody’s Industrials) 


Year 

Aaa(lO) 

Aa(lO) 

A(10) 

Baa(lO) 

Ave.(40) 

1937 

3.21 

3.45 

3.98 

5.09 

3.93 

1936 

3.21 

3.57 

4.08 

4.67 

3.88 

1935 

3.52 

4.02 

4.61 

5.56 

4.43 

1934 

; 3.92 

4.66 

5.55 

7.49 

5.40 

1933 

4.29 

5.02 

6.32 

9.38 

6.25 

1932 

4.61 

1 5,32 

6.46 

8.78 

6.30 

1931 

4.36 

4.68 

5.12 

6.90 

5.27 

1930 

4.50 

4.75 

5.06 

5.88 

5.05 

1929 

4.67 

4.91 

5.22 

5.76 

5.14 

1928 

4.51 

4.68 

4.95 

5.33 

4.87 

1927 ' 

4.59 

4.76 

5.02 

5.46 

4.96 

1926 

4.70 

4.88 

5.17 

5.67 

5.11 

1925 

4.82 

5.03 

5.42 

5.91 

5.29 

1924 

4.96 

5.30 

5.80 

6.38 

5.61 

1923 

5.14 

5.51 

5.97 

6.75 

5.84 

1922 

5.23 

5.48 

6.00 

7.03 

5.93 

1921 

6.34 

6.55 

7.38 

8.40 

7.17 

1920 

6.53 

6.65 

7.57 

7.99 

7.19 

1919 

5.68 

5,83 

6.38 

6.93 

6.21 
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Year 

Aaa(lO) , 

Aa(lO) 

A(10) 

Baa(lO) 

Ave.(40) 

1937 

3.06 

3.20 

3.68 

4.2s 

3.S5 

1936 

3.03 

3.18 

3.71 

4.07 

1 3.50 

1935 

3.53 

3.78 

4.23 

4.51 

4.02 

1934 

4.02 

4.20 

4.72 

S.IS 

4.52 

1933 

4.53 

4.89 

5.56 

6.36 

5.34 

1932 

5.09 

6.06 

6.94 

8.76 

6.71 

1931 

4.71 

5.07 

6.51 

8.03 

• 6.08 

1930 

4.69 

4.86 

5.35 

6.09 

5.25 

1929 

4.86 

4.96 

5.38 

6.02 

5.31 

1928 

4.73 

4.82 

5.12 

5.71 

5.10 

1927 

4.76 

i 4.86 

5.17 

5.61 

5.10 

1926 

4.93 

5.06 

5.40 

6.11 

5.37 

1925 

5.11 

1 5.33 

5.63 

6.37 

5.61 

1924 

I 5.28 

' 5.57 

5.85 

6.87 

5.90 

1923 

5.37 

5.73 

5.98 

7.06 

6.04 

1922 

5.35 

5.66 

6.01 

7.12 

6.04 

1921 

6.15 

6.69 

7.21 

8.10 

7.04 

1920 

6.19 

6.69 

6.94 

7.94 

6.94 

1919 

5.55 

5.97 

6.20 

6.99 

6,18 


Average Yields on Newly Issued Securities 
(Source: Moody’s Industrials) 


Year 

Bonds 

Preferred Stocks 

Industrial 

Railroad 

Utility 

All Corp. 

Industrial 

Utility 

1937 

3.70 

3.49 

3.55 


4.77 

4.66 

1936 

3.87 

3.76 

3.55 

3.67 

4.24 

4.66 

1935 

4.19 

4,25 

3.84 

3.98 

5.45 

4.57 

1934 

6.04 

5.09 . 

4.86 

5.03 

6.88 

.... 

1933 

5.56 

5.24 • 

4.98 

5.23 

7.23 


1932 

6.12 

5.00 

5.74 

5.73 

6.00 

6.90 

1931 

5.26 

4.73 

4.71 

4.80 

6.27 

5.21 

1930 

5.57 

4.79 

5.20 

5.17 

6.11 

6.08 

1929 

5.76 

5.02 

5.21 

5.34 

6.09 

6.11 

1928 

5.64 

4.68 

5.20 

5.24 

6.36 

5.80 

1927 

5.62 

4.94 

5.26 

5.34 

6.51 

6.09 

1926 

5.83 

5.12 

5.50 

5.61 

6.83 

6.77 

1925 

6.05 

5.45 

5.61 

5.75 

6.85 

6.85 

1924 

6.43 

5.34 , 

, 6.03 

5.96 

7.20 

6,97 

1923 

6.37 

5,38 

' 5.98 

6.09 

7,21 

6.85 

1922 

6.62 

5.68 

6.02 

6.28 

7.00 

7.09 

1921 

7.57 

6.64 

7.31 

7.23 

7.93 

7.54 
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This standard would be applied by taking 20% of gross reve- 
nues off the net in a normal period. Bond interest could not 
exceed the figure thus found available for interest. This 
assumption that operating expenses cannot be reduced is not so 
far fetched as would appear at first glance. Operating expenses 
of the companies decrease in depression periods, but the gen- 
eral public ill will that comes with bad business is harnessed by 
politicians in attacks on public utilities. These attacks fre- 
quently result in rate reductions. A rate reduction merely 
decreases gross revenues without decreasing service supplied. 
Hence, no important savings come with the reduction of gross. 
Since in a pinch the directors can pass the preferred dividend, 
preferred stocks are held to a less rigid standard than are 
bonds. Combined fixed charges and preferred dividends are 
required to meet the test of a 15% reduction in gross taken 
directly off net. 

Industrial preferred stock will normally sell to yield 6% to 
7% (1) if combined debt and preferred stock are kept well 
within the total assets of the corporation, (2) if combined 
fixed charges and preferred dividends are earned twice on the 
average, and (3) if the preferred dividends are earned except 
in the bottom year or two in a major business cycle. 

Common stocks of industrials should normally sell at ten 
times per share earnings provided: (1) that bonds and pre- 
ferred stock are in conservative ratio to the total financial 
structure, (2) that 60% of the earnings are paid out as divi- 
dends, and (3) that the company’s earnings are likely to 
continue on a rather stable basis. If the company has great 
earnings growth prospects, purchasers will pay more in order 
to participate in the future growth of earnings. If the com- 
pany faces a downward trend in earnings, less will be paid 
for the stock in terms of current earning power. Public utility 
and railroad stocks will be priced in the same way. The vari- 
ous groups of stocks will sell at different price earnings ratios 
because the earnings prospects of the groups are quite differ- 
ent. The above standard is merely a starting point from which 
individual differences are taken into account. Current earnings 
are only a limited part of the valuation basis. The investor is 
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really purchasing the future earnings, and the current earnings 
are important only to the extent that they throw light on what 
can be expected in the future. In financing the company, the 
promoter takes account of valuation standards, determines at 
what price he wants the stock to sell in the market, and then 
issues a sufficient number of shares so that per share earnings 
will cause the stock to sell at the desired price. He can forecast 
the market price much better in case he is promoting a consoli- 
dation than he can in case he is promoting a new company. 
The past experience and seasoned character of the constituent 
companies give a better guide in the consolidation case. 

Public Utility. — Assuming the following figures, let us 
capitalize the following public utility. In order to put all tests 
into practice, let us determine the maximum amount of securi- 
ties that can be issued in any one class, assuming in each case 
that the maximum amount of prior charge securities has been 
issued. 

Income Statement 

Average Year Poor Year Excellent Year 


Gross revenues $1,750,000 $1,400,000 $2,000,000 

Operating expenses 1,050,000 1,000,000 1,100,000 

Net earnings $ 700,000 $ 400,000 $ 900,000 


Total assets are $10,000,000 and current liabilities are $500,000. 

Bonds. — Let us apply our standards. Combined debt should 
not exceed 60 % of total assets. Allowing for $ 500,000 of 
current liabilities, this standard would leave $ 5 , 500,000 for 
the par value of 534% bonds. Bond interest should be earned 
twice on the average. Interest charges could take one-half 
of the $ 700,000 of average earnings, or $ 350 , 000 . Interest 
charges should be covered in the poorest year, or, in this case, 
should not exceed $ 400 , 000 . (Had we estimated the poor year 
by the 20 % gross off net formula, we should have had 
$ 350,000 ( 20 % of $ 1 , 750,000 taken from $ 700 , 000 ) avail- 
able in the poor year.) Here, the average relationship of 
interest to earnings restrict^ most; so since all standards must 
be met to have the bonds sell on a 534% basis, we find 
($ 350,000 -4- . 055 ) that the corporation could issue $ 6 , 363,600 
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in bonds without violating the requirement that the bond inter- 
est should be earned twice on the average and once in the 
poorest year. However, the relationship to assets standard 
permits the issue of only $5,500,000 of bonds. Conformance 
to this standard is necessary if the bonds are to sell on a 5J4% 
basis. Consequently, the issue niust be restricted to $5,500,000 
with interest charges of $302,500. 

Preferred Stock. — Total debt and preferred stock should 
not exceed 80% of the total assets. Since total assets are 
$10,00^0,000 and combined current liabilities and bonds are 
$6,000,000, this standard permits an issue of preferred stock 
of $2,000,000 par value. Combined interest and preferred 
dividends should not exceed 65% to 70% of the average net 
earnings. The author uses the 65% standard. This standard 
would permit the use of $455,000 (65% of $700,000) for 
bond interest and preferred dividends. Preferred dividends 
should be covered if the company were to sustain a shrinkage 
of net earnings equivalent to 15% of normal gross revenues. 
This standard would leave $437,500 ($700,000 minus 15% of 
$1,750,000) for combined bond interest and preferred divi- 
dends. Since this figure is lower than the $455,000 permitted 
by the average standard, it must be used. Bond interest re- 
quires $302,500 of the $437,500 available for combined 
charges. Hence, preferred stock can take only $135,000 for 
dividend requirements. Capitalizing the $135,000 at 6J4%, 
we get a possible stock issue of $2,077,000. However, here 
again the relationship to assets is the restrictive factor, and we 
can issue only the $2,000,000 permitted by the asset standard. 
Dividend requirements will be $130,000. 

Common Stock — Common stock will be issued against the 
remaining assets. Public service commissions of about half of 
the states regulate the issue of securities by public service 
corporations. Since the companies are regulated on the theory 
that they shall exact no more than a fair rate of return on 
their investment in facilities for the public service, their securi- 
ties are kept within the tangible asset limits. They theoretically 
have no excess earning power which can be capitalized as good 
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will. However, in lax jurisdictions such companies have 
frequently written up the value of their tangible assets and 
issued securities against the inflated book entries. The problem 
of issuing common stock is largely one of deciding on the 
number of shares. In the present case, the assets of the com- 
pany leave a $2,000,000 equity for common stock. Normal 
earnings of $700,000 after deduction of $302,500 in bond 
interest and $130,000 in preferred dividends leave $267,500 
available for common dividends. Assuming that the company 
has slight future growth prospects and that, consequently, the 
market would price the stock at ten times per share earnings, 
we are in a position to determine the number of shares to 
issue. If we want the stock to sell eventual^ at $50, we can 
divide the earnings figure by $5 (per share earnings). This 
would indicate that 53,500 shares of stock should be issued. 
We can make this no-par value stock with an aggregate stated 
value of $2,000,000; or we can make it of $40 ($39.25) par 
value per share; or we can make it $25 par value and have a 
paid-in surplus of $15 per share. As stated in the chapter on 
stock, par value means practically nothing from an economic 
standpoint. It only alters legal details in the issue of the stock. 
The final structure would thus be total assets $10,000,000; 
current liabilities, $500,000; bonds, $5,500,000; preferred 
stock, $2,000,000; and 53,500 shares of common stock with 
an aggregate equity of $2,000,000. 

The student is perhaps wondering why the corporation will 
not have $10 per share more assets if stock with a stated 
value of $40 will sell at $50. The answer is two-fold. First, 
the stock is originally issued to the persons who organize the 
enterprise. They reap the profits of being able to put in $40 
and later dispose of their interest on a $50 basis. This is 
particularly true in cases of consolidation in which the securi- 
ties in the new company are exchanged for securities in the 
old constituent companies. Second, the company is not born 
a full-fledged success. The initial risks are such that the stock 
will bring only $40. Afte^^ the earning power has been demon- 
strated, the stock rises in value; but it is too late for the 
corporation itself to realize that value. 
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Railroads. — The era of railroad promotion is over. A small 
amount of mileage is still being built in adapting systems to 
their territories. For the most part, railroad finance consists 
of refunding, recapitalization, reorganization, and consoli- 
dation problems. These can be discussed better under those 
subjects than in the present chapter. 

Industrial. — Let us apply industrial standards in the same 
way that we applied the public utility standards. Assume a 
corporation with total assets of $150,000, liquidation value of 
assets $50,000, average net earnings of $22,000, poorest year 
net of $2,000, second poorest year net of $5,000, and current 
liabilities of $5,000. 

Bonds. — Total debt should not exceed liquidation values 
for bonds normally to sell on a 6% basis. Liquidation value 
minus current liabilities would permit an issue of $45,000 
($50,000 minus $5,000) of bonds. A three-times- fixed- 
charges-earned standard would permit interest charges of more 
than $7,000 on the average earnings basis (Vs of $22,000). 
However, the requirement that charges be earned at least once 
in the poorest year, would limit interest charges to $2,000. At 
6% only $33,000 of bonds could be issued $2,000 .06. Here, 

the poor year earnings limit the amount of bonds that can be 
issued. This is usually the case with industrial corporations. 
However, steel companies owning their own coal and ore 
reserves, oil companies, and similar enterprises can issue bonds 
when interest charges will not be met by earnings in the 
poorest year. This exception is possible because their opera- 
tions convert their natural resource fixed assets into cash. The 
cash can be used to pay charges even though they are operating 
at a bookkeeping loss. Likewise, a merchandising company 
can sell out inventories and use the proceeds to pay interest on 
bonds. This process will deplete the stock equity in the busi- 
ness, but it will prevent default and foreclosure. Nevertheless, 
best practice would hold the debts 4 )f these companies within 
the conservative limits of poor year experience. In the present 
example, $33,000 is an amply lafge funded debt. 
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Preferred Stock. — If preferred stock were to sell on a low 
yield basis like a bond, it would have to be covered by liquida- 
tion values. However, it normally takes a going-concern risk 
in the success of the enterprise and receives a higher rate of 
dividend to compensate for the additional risk. If the issue is 
to sell on a 7% basis, it must be kept well within the asset 
coverage of the company or in this case within the $112,000 
remaining after bonds and current liabilities have been de- 
ducted from total assets of $150,000. Combined interest and 
preferred dividends should be earned at least twice •’on the 
average. One half of average earnings or $11,000 is available 
to cover bond interest of $1,980, and preferred dividends. 
This standard would leave $9,020 for preferred dividends. 
However, the preferred stockholder must have assurance of a 
relatively steady income if he is to be contented with a 7% 
return. He will take a chance on the managemenf s foreseeing 
a depression and setting aside funds to pay his dividend in the 
poorest year. If the management fails to do so, the dividend 
will be passed, but the company will not be jeopardized. On 
the other hand, the purchaser does not care to take a low return 
and have his dividend passed too often. Consequently, he will 
feel that the dividend should be earned currently except in the • 
poorest year of the business cycle. If this standard is applied, 
combined interest and dividend charges should not exceed the 
second poorest year earnings, or $5,000. Since interest charges 
are $1,980, preferred dividends will not exceed $3,020. At 
7 %, $43,000 of preferred stock ($3,020 -f- .07) can be issued. 

Common Stock. — The remaining equity in the assets will 
be offset by common stock. This equity will be $69,000 
($150,000 minus $5,000 of current liabilities, $33,000 of 
bonds, and $43,000 of preferred stock). The average earnings 
available for common stock are $17,010. Assuming that the 
company's future prospects are for steady sales and profits, the 
common would sell in the market at ten times per share 
earnings. If we wanted tlje stock to sell at $50 per share, we 
would divide average earnings of $17,010 by $5 to obtain the 
number of shares to be issued. This would give 3,402 shares. 
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These could be made no-par value shares, or they could be made 
of some par value so that the aggregate value would not exceed 
the stated value of the assets remaining to the stock ($69,000). 
As previously stated, the stock would first be issued to pro- 
moters or a promotion syndicate at paid-in value; later as 
earning power was proved, it would sell on the basis indicated. 

The structure would then be: total assets $150,000; current 
liabilities, $5,000; bonds, $33,000; preferred stock, $43,000; 
common stock, evidenced by 3,402 shares carried on the books 
at $69,000 of stated value or of par value and surplus. The 
stated value or par value might readily be set at $1 per . share 
and the balance carried as surplus. The designation means 
little except in connection with dividend policies and recapitali- 
zation schemes. Even as this is written, the stockholders of 
the Duquesne Natural Gas Company (Pittsburgh, Pennsyl- 
vania) are meeting to change 108,750 no-par shares into shares 
of one cent par value. This change will presumably reduce 
taxes. 

Conservative Financing. — The foregoing financial struc- 
tures indicate the maximum amounts of bonds and preferred 
stock that could be safely issued according to our standards. 
It does not follow that the promoter should isshe these 
amounts. The safest financial structure is one composed 
entirely of common stock. In most cases new companies should 
issue only common stock. After earning power has been dem- 
onstrated, expansion can be financed by the sale of bonds or 
preferred stock. The structure can then be balanced up for 
purposes of trading on the equity. However, it is exceedingly 
dangerous to issue bonds initially unless earnings are clearly 
assured. 

Apartment House — ^Assume a value of $1,500,000, average 
net earnings of $120,000, and poor year net of $40,000. It is 
desirable to limit loans on improved urban real property to 
from 50% to 60% of the value of the property. This provides 
a margin for shrinkage in case of<^forced liquidation. Bonds 
here should be within the $750,000 to $900,000 limit. Interest 
should be earned more than twice on the average and should 
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be earned in the poorest year. Here, one-half average earnings 
is $60,000; whereas poor year net is $40,000. Thus the 
$40,000 figure controls. This would permit $660,000 of 6% 
bonds. The balance of the structure should be composed of 
common stock. Preferred stock could be issued, but usually 
these structures are simple. 

Banks. — Before the bank holiday of 1933, bank capital 
liability structures were simple. They consisted only of com- 
mon stock. As an emergency method of strengthening the 
banks, provision was made for the issue of preferred stock by 
national banks and for the issue of capital notes by some state 
banks. Nevertheless, bank structures are normally one class of 
stock structures. The bank trades on the equity more than any 
other type of institution and with a more dangerous type of 
borrowed money. Borrowed funds are evidenced by demand 
and time deposits. While these are stable in the aggregate, 
they tend to prove embarrassing during panic periods. 
Whether we have eliminated the possibilities of bank runs 
by deposit insurance schemes, only the future can tell. Regard- 
less of runs, however, bank deposits are drawn down during 
depressions. The risks of these withdrawals fall heavily upon 
the common stockholder of the bank. Since deposits may be 
four to ten or more times the capital stock equity in the bank, 
depending on location and management of the bank;, there is 
sufficient leverage in bank shares without permitting the issue 
of bonds or capital notes. The structure is rightly a common 
stock structure. 

Banks must be chartered by the state in which they operate 
or by the federal government. These authorities regulate the 
payment for bank shares and require that they be paid for in 
cash. In the case of national banks it is customary to require 
that stockholders pay in a surplus equal to 20% of the par 
value of their shares. Thus a $100 share would be sold to the 
stockholder at $120. In the case of banks with double or triple 
liability attaching to their shares, it is customary for the stock- 
holders to keep the par value of their shares at a minimum 
and pay in most of the capital funds as surplus. Thus in 
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Colorado, where state bank shares carry triple liability, a bank 
desiring capital funds of $250,000 might well sell $50,000 of 
$100 par value shares at $500 per share. In this way the 
shareholder’s liability would be held down to the point at 
which, if the bank failed, the banking authorities could collect 
only an additional $100,000 from the shareholders, instead 
of $500,000 that the shareholders would have been liable for 
if the bank had issued $250,000 par value of stock. 

The state and federal authorities will ordinarily have power 
to refuse a charter if they find that the community already has 
sufficient banking facilities. The statutes under which the bank 
is organized usually specify the minimum capital stock of a 
bank for a community of given size. The promoters can con- 
trol the capitalization only to the extent of exceeding minimum 
requirements and in distributing capital funds above the mini- 
mum between par value and paid-in surplus. After the bank 
is organized, they can control the expansion of deposits (the 
borrowed capital element of their structure). Nevertheless, in 
some states a maximum limit of deposits to capital funds 
(offset by capital stock, surplus, and undivided profits reserve 
accounts) is specified by statute. Such limits hold the ratio of 
owned to borrowed capital within reasonable limits. 
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CHAPTER 15 


RECAPITALIZATION 

Capital Reductions. — In preceding chapters allusion has 
been made to the practice of reducing the stated value of the 
capital stock of a corporation in order to eliminate a balance 
sheet deficit. This practice goes under the name ‘^capital reduc- 
tions.’’ The mechanics of the process are simple. The directors 
call a special meeting of the stockholders to vote on an amend- 
ment to the corporation’s charter. The amendment provides 
that the stated value of the capital stock shall be reduced to a 
specified figure. After the amendment has been ratified, it is 
filed with the secretary of state. Then the old certificates of 
stock are called in, and new ones issued for them. In most! 
cases the number of shares outstanding is not changed; thej 
stated value of each share is merely reduced. In such cases thel 
stockholders’ equity is not affected. The assets are the same. 
They have the same proportionate interest in assets and earn- 
ings that they had before. The only difference is a change in 
the bookkeeping description of their interest and, possibly, of 
the, assets. However, in some cases the number of shares as 
well as the stated value of each share is decreased. For 
example, in 1932 the Electric Bond and Share Company re- 
duced the stated value of its stock from $10 no-par to $5 par 
value per share and Issued one share of the new stock for each 
three shares of the old. Nevertheless, this change had no effect 
on the position of stockholders since each share of the . new 
stock represented the same proportionate interest in the assets 
as three of the old shares did. The effect of the reduction in 
number of shares, of course, was to raise the market price of 
a new share so that it approximated the price of three of the 
old shares. 

The capital reduction is sometimes used to wipe out an I 
operating deficit. In other cases it is used to permit a reductionl 
in the balance sheet value of fixed assets or to adjust tTor^ 
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abandonments. When the reduction is voted, the capital stock 
account is reduced (debited) by the amount of the reduction, 
and the capital surplus account is credited with the amount of 
the reduction in capital stock. The deficit, reductions in asset 
valuations, and abandoned properties are written off by de- 
creasing (debiting) the capital surplus account. The announce- 
ment of the Continental Can Company reduction illustrates : ^ 

The stockholders on November 22 voted to change all of the com- 
pany’s previously authorized shares of stock without par value, issued 
and unissued, into the same number of shares with a par value of 
$20 per share, and to reduce the amount of the capital of the company 
to $34,656,900. 

As there are 1,733,345 shares outstanding this will cause a reduc- 
tion of the capital from $63,249,903 to $34,666,900 with, however, a 
resulting capital surplus, as of September 30, 1932, of $28,583,003. 

The following summarizes the capital and surplus arising as above, 
after giving effect to certain charges which it is proposed to make 
thereagainst : 

Capital surplus $28,583,003 

Charges Against Capital Surphis — 

Real estate, buildings, machinery, etc. [The company has always 
made substantial provision for depreciation, as is evidenced by 
the reserve of $14,932,539 for depreciation set up on its books . 
as of September 30, 1932. Due to present-day values, it is pro- 
posed to place an additional sum in this reserve fund to bring 
the company’s plants and machinery down to current sound 

replacement values.] Amount required 6,000,000 

Employees’ stock cancellations. The company’s stock subscription 
plans as previously approved by the stockholders provide that 
employees may cancel their subscriptions if they so desire, 
prior to payment in full. Subscriptions have been canceled 
amounting to 31,201 shares, which are now held in the treasury 
of the company, and to adjust these shares to $20 par value, 
it is proposed to charge against capital surplus the sum of . . 1,004,253 

Employees’ stock adjustment. At the last annual meeting held 
March 8, 1932, the stockholders authorized a reduction in the 
subscription price under the company’s employees’ stock sub- 
scription plans. To provide for this reduction it is proposed 


to charge against capital surplus the sum of 560,210 

Net capital surplus after above charges as of Sept. 30, 1932 . . $21,018,540 

Capital stock issued : 1,733,345 shares ($20 ^ar value) 34,666,900 

Earned surplus • • • 18,727,545 

Total capital and surplus . . v . * . . • . $74,412,985 


'^Commercial and Financial Chronicle, November 26, 1932, p. 3696. 
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Stock Dividends and Split-Ups. — The stock dividend and 
split-up are discussed in detail in other chapters. However, 
it is well to note that these devices are really recapitalization 
devices. The effect of the stock dividend is to increase the 
aggregate stated capital of the company while leaving the 
stated value of each share the same. The split-up leaves the 
aggregate stated value the same but decreases the stated value 
of each share. Both methods increase the number of shares 
outstanding and consequently decrease the equity of a single 
share in the assets and earnings of the corporation, in this 
respect the stock dividend and split-up are diametrically 
opposed to the type of recapitalization that reduces the number 
of shares outstanding. The former devices seek to reduce the 
per share price in the market ; the latter to raise it. 

Elimination of Preferred Dividend Accumulations. — 
During periods of depression many corporations are forced 
to suspend dividends on their cumulative preferred stocks. If 
the depression is prolonged, these accumulations of unpaid 
dividends become very large, and if met in cash, they might 
postpone dividends on common stock for many years. On the 
other hand, directors can continue to pass the preferred divi- 
dends or to make no attempt to pay off the accumulations. 
The common stockholder is handicapped by the accumulations 
ahead of his stock ; the preferred stockholder is handicapped by 
lack of control. Under these circumstances the management 
tries to drive a bargain with the preferred stockholders 
whereby they will fund their accumulated dividends by tak- 
ing additional stock or waive them in return for additional 
privileges. These privileges frequently take the form of a 
conversion or participating privilege or a higher rate of divi- 
dends. The agreement may require only that common stock- 
holders provide cash contributions to working capital. If the 
dividends have not yet been resumed, the plan usually contem- 
plates the immediate resumption of dividends on preferred 
stock. Ordinarily the project of immediate returns will in- 
duce the preferred stockholder to accept the plan. Resumption 
of dividends will cause the stock to rise in the market. Hence, 
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the new shares can be sold in lieu of a cash dividend, and the 
old shares will also be more valuable in the market. Market 
factors favor any reasonable plan of funding the accumulated 
dividends. 

Creation of a Prior Preferred Stock. — However, in case 
pressure is needed against a minority group, it can be applied 
by placing a prior preferred issue ahead of the existing issue. 
This is common practice. Many preferred stock contracts per- 
mit a stated percentage of the stock to authorize a prior lien. 
The stockholders’ meeting which ratifies the plan authorizes 
the creation of a prior preferred stock. Then the prior pre- 
ferred stock in the amount of the old preferred plus the 
accumulations, or prior preferred plus common for accumula- 
tional, is offered to the old preferred stockholders in exchange 
for their shares. The old shareholders are invited to deposit 
their shares under the plan; and if a sufficient number of 
shares is deposited to make the plan workable, it is declared 
operative. Once the old shares have been surrendered, the 
accumulated dividend claims perish with them. By paying 
dividends on the new prior preferred and passing them on the 
old preferred, the directors hasten the exchange. The Republic 
Steel Corporation plan illustrates the prior preferred technique. 

Republic Steel Prior Lien Preferred. — The original Re- 
public Steel Corporation 6 per cent cumulative convertible 
preferred stock provided that, ‘‘No stock may be created hav- 
ing priority over this issue, except with two-thirds consent of 
serial preferred.” However, in 1935, a new 6% cumulative 
convertible prior preference stock was authorized by the vote 
of two-thirds of the old stock. In September, 1935, the cor- 
poration offered to, exchange one-half share of the new prior 
preferred stock and two shares of common for each share of 
the old preferred stock then outstanding. Initial dividends 
were paid on the new stock on January 2, 1936, and were 
continued regularly thereafter. N^ne was paid on the old 
preferred until after the exchange offer was terminated on 
December 7, 1936. Holders of $47,601,100 par value of the 
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old preferred had exchanged their holdings when the offer was 
terminated. 

Conversion Privileges — During the F. D. Roosevelt ad- 
ministration the fears of inflation were so marked that conver- 
sion and participating provisions assumed strategic importance 
in bargaining. Preferred stockholders were frequently induced 
to surrender part of their claims to unpaid dividend accumu- 
lations for a conversion privilege which would protect them 
against inflation. The following plan of the Chicago ..Pneu- 
matic Tool Company represents a comprehensive plan in which 
a bad working capital position was bolstered and preferred 
dividend accumulations wiped out by a recapitalization that 
made little concession to preferred stockholders. 

Chicago Pneumatic Tool Company Plan. — The following 
excerpt is from a letter to the stockholders, dated April 20, 
1937. 

To THE Stockholders : 

For some time past your directors have been considering a read- 
justment of the debt and capital structure of your Company, having 
in mind particularly the fact that there is outstanding over $2,000,000 
of 5j4% funded debt maturing at the relatively early date of October 
1, 1942 and approximately $842,000 of notes payable. Further, the 
accumulations of dividends on the outstanding 181,135 shares of $3.50 
Convertible Preference Stock amounted on April 1, 1937 to $17.50 
per share, or a total of $3,169,862.50, after the payment of a dividend 
of 87}4c per share on that date and the possibility of paying these 
accumulations under the present capital structure is obviously remote. 

As indicated in the annual report of the Company mailed to stock- 
holders on March 8, 1937, earnings for the year 1936 showed a good 
increase over those of previous years. However, with rising prices 
of raw materials, higher wage levels, and an expanding volume of 
business, the Company requires a substantial amount of working 
capital, and the restricted cash position of the Company has made it 
necessary during recent years to borrow considerable amounts from 
banks. For these reasons, and in view of the relatively early debt 
maturity above mentioned anc^the tax on undistributed profits which 
penalizes the accumulation of working capital out of earnings, it 
would not be wise corporate policy to pay any substantial part of the 
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accumulated dividends on the $3.50 Convertible Preference Stock at 
this time. 

Under these circumstances your directors have unanimously voted 
to submit for the approval of stockholders a plan of recapitalization 
which contemplates : 

(1) The reclassification of each share of the present outstanding 
$3.50 Convertible Preference Stock and accrued dividends into 

(a) one share of new $3 Convertible Preference Stock (con- 
vertible into IH shares of Common Stock) with dividends cumu- 
lative from April 1, 1937, and 

(b) 54 of a- share of Common Stock. 

(2) The increase of the authorized Common Stock of the Com- 
pany from 500,000 shares to 750,000 shares. 

(3) The authorization of 100,000 shares of Prior Preferred Stock, 
carrying a dividend rate of $2.50 per annum, each share of which 
will be convertible into 1^ shares of Common Stock. It is planned 
to sell 70,000 shares of the Prior Preferred Stock if and as soon as 
market conditions permit to provide funds to retire the outstanding 
debentures and substantially all of the bank debt and to provide 
working capital. 

Details of the Plan 

It is proposed that the plan of recapitalization be effected by 
amendments to the Certificate of Incorporation of the Company which 
will result in substantially the following: 

Prior Preferred Stock: There will be authorized a new class of 
Stock to be entitled 'Trior Preferred Stock'^ limited to 100,000 shares, 
without nominal or par value. 

The Prior Preferred Stock will be entitled to priority over the 
new $3 Convertible Preference Stock as to dividends and assets, will 
entitle the holders thereof to receive cumulative dividends at the rate 
of $2.50 per share per annum and will be convertible, at the option 
of the holder, into 134 shares of Common Stock at any time prior to 
redemption or the liquidation of the Company. Such Stock will be 
subject to redemption at $55 per share and accrued dividends, if re- 
deemed on or before October 1, 1947 and at $52.50 and accrued 
dividends if redeemed thereafter. The Prior Preferred Stock will be 
subject to purchase or redemption by operation of a sinking fund 
which will provide for the applicaticfh to such purposes of up to 
$50,000 per year out of the Company's consolidated net earnings, after 
dividends on both classes of preferred stock; will be entitled to $55 
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per share and accrued dividends on the voluntary liquidation of the 
Company on or before October 1, 1947 and to $52.50 per share on 
such liquidation thereafter; and will be entitled to $50 per share and 
accrued dividends on involuntary liquidation of the Company at any 
time. The holders of the Prior Preferred Stock will be entitled to 
elect a majority of the Board in the case of certain dividend defaults 
and to vote on the specific matters provided in the amendment to the 
Certificate of Incorporation, or as specified by law. Otherwise all 
voting rights are vested in the $3 Convertible Preference Stock and 
the Common Stock. 

(In connection with the above mentioned preferences of the Prior 
Preferred Stock, it should be noted that the Board of Directors con- 
templates the issuance of 70,000 shares of such Prior Preferred Stock 
primarily to effect the retirement of the funded debt and all or sub- 
stantially all of the short term debt, thereby reducing interest and 
sinking fund obligations now ahead of the Convertible Preference 
Stock.) 

$3 Convertible Preference Stock: The authorized amount of 
$3.50 Convertible Preference Stock will be decreased from 188,000 
shares to 181,135 shares by the retirement of 6,865 shares now held 
in the Company’s treasury and each of the 181,135 shares of $3.50 
Convertible Preference Stock without par value now outstanding, 
upon which unpaid dividends of $17.50 per share have accrued to 
April 1, 1937, will be reclassified into and upon the filing of the 
amendment to the Certificate of Incorporation, will automatically 
become, one share of $3 Convertible Preference Stock, without par 
value (convertible into shares of Common Stock at any time 
prior to redemption at the option of the holder) and of a share of 
Common Stock. Dividends on the new $3 Convertible Preference 
Stock will be cumulative from April 1, 1937 and will be payable only 
out of earnings accumulated since January 1, 1937, after provision 
for dividends on any Prior Preferred Stock outstanding. (Such 
earnings will be sufficient, in the expectation of your directors, to 
commence the payment of dividends on the $3 Convertible Preference 
Stock on July 1, 1937.) The new $3 Convertible Preference Stock 
will have full voting rights, share for share, with the Common Stock 
and if no Prior Preferred Stock is outstanding, will have the right 
to elect a majority of the Board in case of certain dividend defaults. 
The new $3 Convertible Preference Stock will be subject to redemp- 
tion at $55 per share and will be entitled to the same amount in the 
case of a voluntary liquidation of the Company and $50 in case of an 
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involuntary liquidation, in each case together with accrued dividends, ? 
after provision for any Prior Preferred Stock outstanding. 

\ 

Common Stock: The authorized amount of Common Stock will 
be increased from 500,000 shares to 750,000 shares. Of this 750,000 
shares, 199,469 shares are now outstanding, 135,85 shares would 
be issuable to the holders of the new $3 Convertible Preference Stock 
under the plan of recapitalization, 241,5135^ shares would be reserved 
for the conversion of the said Preference Stock, and 116,6663^ shares 
would be reserved for the conversion of 70,000 shares of the Prior 
Preferred Stock in the event of their issue. Thus if the plan is car- 
ried out, 70,000 shares of the Prior Preferred Stock issued and all 
conversion rights exercised, your Company would have outstanding 
only one class of stock consisting of 693,500J^ shares of Common 
Stock. 


(For further details of the rights and privileges of the re- 
spective classes of stock, see the attached copy of the proposed 
amendments to Article IV and Article VII of the Certificate of 
Incorporation of the Company.) 


Interest on Cumulative Income Bonds. — Interest accumu- 
lations on cumulative income bonds are funded in the same 
way as are accumulations on preferred stock. 


Extension of Bonds. — Each period of depression catches 
many corporations with maturing bond issues. In these periods 
the security markets are in such condition that refunding 
operations are not possible. Hence, the corporation must make 
some arrangement with the bondholders or default. At such 
times a default will not be of advantage to the bondholders 
and will ordinarily depress the value of their holdings in the 
market. Consequently, they can often be induced to accept 
cash for a part of their bond claim and new bonds for the 
balance. In some cases the entire issue may be extended at the 
same or a slightly higher interest rate. The plan set forth in 
the accompanying announcement of the New York, Chicago, 
and St. Louis Railroad Company is typical of the plans used 
in the 1929-1936 depression. ^ 

Waiver of Covenants. — ^During a period of severe depres- 
sion a corporation’s earnings may not permit it to meet sinking 



Tte New York, Chicago and St. Louis 
Railroad Company 

To H01.DEB8 or The New York, Chicago and St Loms Raiikoad 

CoMPAOTf's Three-Ybab (j% Gold Notes Due October 1, 1932; 

On October 1, 1932, there will fall due the 320,000,000 princifial amount of this Company’s 
Three-Year 6% Gold Notes. When these Notes were originally issued it was anticipated that 
they would be refunded through .the customary channels, but because of the decline in the market 
values of railroad securities and the present low earnings of the Company su(^ refunding is not 
possible at the present time* and probably will not be possible until conditions materially improve. 
The Company is without available funds to meet this maturity, and also without available funds 
to meet interest payments of $^0,000 due on these Notes on October 1. 

Confronted with this situation, and in order to avoid th6 consequences of a default, the Com- 
pany made application to^ the Reconstruction Finance Corporation for a loan which would enable 
it to meet its obligations in full, including certain taxes and interest payments due on October 1, 
1932. This the Reconstruction Finance Corporation has declared, itself unable to do. However, 
it has agreed, with the approval of the Interstate Commerce Commission, to loan the Company 
the suin of $ 0 , 800, 000, hui it imposed the condition that before any advance upon this loan is mad&p 
the Company deposit with the Reconstruction Finance Corporatiori evidence satisfactory to that Cof- 
poration that the holders, of Substantially alt of the Three-Year 6'% Gold Notes tmll extend 75% of 
the principal thereof for a term of not less than three years. Under this arrangement 35,000,000 
of tne 36,800,000 loan would b^ome available for paying the balance of 25% of the principal 
amount of the Notes in cash. $600,000 would be used in paying in full the interest" due on the 
Notes on October 1, 1932, and the remaining 31,200,000 would be applied in paying other interest 
due on October 1, 1932 and some 316,865 of taxes. As the Company has, no other funds available 
for the purpose, it will be unable to pay the interest and principal due on October 1 unless the 
condition imposed by the Reconstruction Finance Corporation is satisfied and the loan tendered 
by it obtained. 

The Board of Directors and the management of the Company believe there can be no doubt 
that the proposed arrangement is to the best interests of the Noteholders and of the Company 
itself, and in order to carry it into effect have prepared and hereby submit to the Noteholders 
the following Plan: 

PLAN. 

The Company upon consummation of the Plan will pay to each holder of its Three-Year 6% 
Gold Notes due October 1, 1932, an amount in cash equal to twenty-five per cent, of the principal 
amount of such Notes, and thhfull interest instalment due October 1, 1932, and wffl issue to the 
Noteholders in satisfaction of the remaining seventy-five per cent, of the Notes new notes in prin- 
cipal amount equal to such remaining seventy-five percent., which new notes will be dated Octo- 
ber 1, 1932, will mature October 1, 1935, will bear interest at the rate of 6% per annum, will bs 
redeemable as a ^Yhole or in part. at any time prior to maturity at the principal amount thereof plus 
interest then accrued, and will be otherwise generally similar to the Notes now outstanding. In ad- 
dition, if the consummation of the Plan is for any reason delayed beyond October 1, 1932, interest 
on the 3250 cash payment on each 31,000 Note will be allowed at the rate of 6% per annum from 
October 1, 1932, to the date when the cash is deposited by the Company with the Depositary 
under the Deposit Agreement, a copy of which may be obtained from the Depositary, except 
that the. Company majr refuse to allow such interest to a Noteholder depositing after October 1, 
1932. All of the foregoing, however, is to be subject to the conditions that on or before October 1, 
1932, orlsuch further date as may be fixed, by the. Company, substantially all of the Noteholders 
indicate -their approval of and agreement to; the Plan by depositing their -Notes with Guaranty 
Trust Company of New York, Depositary, under the Deposit Agr^ment, and that the Plan is 
declared operative. The Company is to have the sole right, in its discretion, to declare w'hether or 
not the Plan is to be operative, but it wUl not declare the Plan operative unless substantially all of 
the Notes have been deposited and it has been advised by the. Reconstruction Finance Corporation 
that its condition has been thus satisfied and that it will complete its loan to the Company, The 
Company shall have the sole right to determine any questions of interpretation arising under 
the Plan. 


.Application- wilfbemade to list these Deposit Receipts on the New York Stock Exchange. 

All expenses in connection with the Plan and Deposit Agreement will be borne by the 
Company. 

Noteholders desiring to accept this plan of payment should deposit their Notes for 
this purpose with the Depositary, Guaranty Trust Cothpany of New York, 140 Broadway, 
New York, N, Y., at the earliest date possible. For their convenience a form of letter 
to be used in depositing their Notes may be obtained from the Depositary. 

The Board of Directors of the Company wishes to emphasize that the promptest 
action is necessary on the part of all the Noteholders in order to obtain the loan neces- 
sary to make the contemplated cash payment,and to avoid the consequences of a default. 


By Order of the Board of Directora, 

W. L. ROSS, 

Dated at Cleveland[, OhiO| President. 

September 13, 1932. 


Inquiries and commumcations should be addressed to Geo. S. Ross, Secretary, The New York, 
Chicago and St. Louis Railroad^Company, Terminal Tower, Clevemd, Ohio. 


Figure 15. Announcement of the New York, Chicago, and St. Louis 
Railroad Company Bond Extension Plan 
237 
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fund, maintenance, or other requirements in its bond inden- 
tures. Failure to meet these ordinarily constitutes an act of 
default and may permit acceleration of the maturity of the 
debt. To avoid this contingency, the corporation may present 
j the facts to the bondholders and ask them to waive the restric- 
I tive provisions for the period of the emergency. Rather than 
^ face the destruction of market values of securities that would 
come with receivership or bankruptcy, the bondholders will 
frequently assent to adjustments. Assent is secured by deposit 
of the bonds under the plan. When the amount necessary to 
modify the covenants is deposited, the plan is declared opera- 
tive; the covenants are modified; and the bonds are returned. 

Montana Cities Gas Co. — Change in Sinking Fund . — The hold- 
ers of the 1st mtge. 7% sinking fund gold bonds, series A, due Nov. 
1, 1937, are asked to consent to a change in the sinking fund re- 
quirements under the mortgage so that the company shall be obli- 
gated to retire bonds through the operation of the fixed sinking 
fund only in a principal amount equal to its net earnings. At present 
company is obligated through the operation of a fixed sinking fund 
to retire bonds at the following rate 

$13,000 per month until Oct. 1932, 

$14,000 per month from Nov. 1932 to Oct. 1933, 

$15,000 per month from Nov. 1933 to Oct. 1934, 

$16,000 per month from Nov. 1934 to Oct. 1935, 

$17,000 per month from Nov. 1935 to Oct. 1936, 

$18,000 per month from Nov. 1936 to Sept. 1937. 

Bondholders consenting to the plan are asked to deposit their bonds 
with Manufacturers Trust Co., 149 Broadway, N. Y. City.^ ? 

Reincorporation in Another State. — Not infrequently a 
corporation desires to change its state of incorporation. It 
does this to avoid excessive taxation or to secure the advan- 
tages of more liberal corporation laws. In such cases it is 
customary to form a corporation in the new state. The old 
corporation then sells its properties to the new corporation in 
exchange for the new corporation^ stock. The old corporation 
then dissolves and delivers the stock of the new corporation to 


^ Commercial and Financial Chronicle^ September 10, 1932, p. 1824. 
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its stockholders as a liquidating dividend. The practice is 
illustrated by the Manhattan Electrical Supply Company case. 

Manhattan Electrical Supply Co., li^c— Reorganisation Plan 
Approved. — The stockholders on March 25 approved a plan of reor- 
ganization outlined as follows : 

1. The present company having transferred its electrical supply 
jobbing business to a new subsidiary subject, insofar as practicable, 
to the liabilities of that business, will have assets consisting of the 
stocks of subsidiary companies, cash and certain credits. 

2. A new corporation will be formed in Delaware under the name 
American Machine and Metals, Inc., with an authorized capital stock 
of 500,000 shares of common stock without par value. 

3. The present company will sell all of its property, subject to its 
liabilities, to the new Delaware corporation solely in exchange for a 
number of shares of the latter’s stock equal to the number of shares 
of the present company’s stock outstanding at the time of sale. The 
sale will also be made subject to payment from the property trans- 
ferred of all taxes and expenses of the present company in connection 
with its dissolution or the expiration of its corporate life. 

4. Thereafter the present company will be brought to an end either 
by voluntary dissolution as provided in the Massachusetts statute, or, 
if practicable, by amendment of its charter to provide that its cor- 
porate existence shall end at the close of business June 30, 1930. 

5. Upon its dissolution or the expiration of its corporate life, the 
present company will divide its distributable assets pro rata among 
its stockholders, which will mean that each stockholder of the present 
company will receive one share of stock of the new Delaware corpo- 
ration for each share of the present company that he then holds.^ 

y^Analysis of Recapitalization. — The technique of analyzing 
a recapitalization is to take the net earnings before bond inter- 
f est and deduct the bond interest and preferred dividends of the 
I new structure from that figure. Any balance will belong to the 
I new common. The earnings per share of common can be 
I found by dividing the balance of earnings for common by the 
' number of shares of common stock. For example, let us 
analyze the Worthington Pump and Machinery Corporation 
plan of recapitalization. ^ 

* Commercial and Financial Chronicle, April 5, 1930, p. 2403. 
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Worthington Pump and Machinery Corporation Analy- 
sis.— As of December 31, 1936, the outstanding capitalization 
of the Worthington Pump and Machinery Corporation con- 
sisted of 53,728 shares of class A 7% $100 par preferred 
stock, 91,333 shares of class B 6% $100 par preferred stock, 
and 129,918 shares of $100 par common stock. Preferred 
dividends were in arrears to the extent of $35 per share of 
class A preferred and $30 per share of class B preferred. 
Total arrears were $4,620,502. On May 18, 1937, stock- 
holders approved a plan of recapitalization to eliminate all 
arrears. Under the plan, holders of 7% class A preferred 
received in respect of each share and $35 accumulated unpaid 
dividends one-half share of 4/4% convertible prior preferred 
stock, one-half share of 4>4% non-convertible prior preferred 
stock, and one and one-fifth shares of common stock. Holders 
of 6% class B preferred received one-half share of 4J4% 
convertible prior preferred stock, one-half share of 4^4% non- 
convertible prior preferred stock, and three-quarters of a share 
of common stock. Common stockholders retained their shares. 
Upon completion of the exchange, the capitalization would 
consist of 72,532 shares of prior preferred presently con- 
vertible into common at the rate of one share of preferred for 
two shares of common, 72,532 shares of 4^4% non-convertible 
prior preferred, and 264,392 shares of common. A restate- 
ment of past results in terms of the new capitalization is as 
follows: 

Book value of the new common is determined as follows : 


Stock Equity December 31, 1936 


Capital stock . . , . . . . . . . 
Earned surplus. ........ 

Capital surplus 

• • • 1 

« • • < 

# • • « 

, . . . . 724,964 

, . . . . 325,036 


Total stock equity 

0 M m m 


$20,844,568 

Deduct 

New convertible preferred par . 
New non-convertible preferred . 

• m m m 

« • • * 

.... $ 7,253,200 
.. . . 7,253,200 

14,506,400 

Balance for common stock .... 
Number of common shares .... 
Book value per share 

♦ • • • 

• ♦ « • 

• « * • . 


$ 6,338,168 
264,392 
■ ,;^-$23 
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Per share earnings are determined as follows: 


Year 

Net 

Income 

New Pfd. Div. 
Requirements 

Balance 

for 

Common 

Per 

Share 

Earnings 

1928 

$ 974,076 

$652,788 

$ 321,288 

1.22 

1929 

2,529,356 

652,788 

1,876,568 

7.10 

1930 

2,056,093 

652,788 

1,403,305 

5.31 

1932 

61,668,287 

652,788 

62,321,075 

68.78 

1935 

695,387 

652,788 

6748,175 

62.83 

1936 

248,497 

652,788 

6404,291 

61.53 

1937 
(9 mo.) 

1,402,076 

652,788 

750,517 

■2.84 


d = deficit. 


Analysis of Reorganized Structures. — Recapitalizations 
which result from involuntary reorganizations raise the same 
problems of analysis that voluntary recapitalizations raise. 
However, interest charges are usually a very prominent factor 
among companies which are forced to reorganize. Although 
adjustments have been made in the burden of interest charges, 
the technique of analysis will not change from that stated 
above. However, the analysis will involve one more step. The 
analyst will deduct the new interest charges from net earnings 
before he proceeds to analyze the effects of the plan on the 
new amounts of outstanding stock. 
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Problem. — Industries in the United States have not reached 
the state of maturity that exists in some of the older countries 
of the^world. Our undeveloped natural resources and growing 
population give expansion prospects that no longer exist in 
some sections of the world. Businesses can expand either by 
growth of the single enterprise or by consolidation of a num- 
ber of establishments. Consolidations by sale of total assets, 
by merger, by amalgamation, by lease, and by stock control 
are treated in detail in subsequent chapters. This chapter is 
confined to problems connected with the securing of additional 
funds by an existing establishment. For convenience, the se- 
curing of funds with which to rehabilitate properties is also 
treated here because the same principles apply in large measure 
to both situations. 

Desirability of Expansion. — The first problem that the 
managers of a concern face is the desirability of making the 
expansion. Decision of this point rests upon an analysis of 
future sales, prices, and costs. Very frequently the student 
approaches this problem in terms of averages. This is not 
correct analysis. ’‘^Increment cost and increment profit analyses 
are the proper approach. Suppose the following data: 


Present Estimated Future 


Sales in units 1,000,000 

Price per unit $1.00 

Cost per unit $.80 

Profit per unit $.20 

Total operating assets $1,000,000 

Rate earned on operating assets 20% 

Total costs , . $800,000 

Total profits ^ . $200,000 


1,500,000 
^80 
$.65 
$ 15 
$1,500,000 
15% 

$975,000 

$225,000 


New funds can be borrowed at 6%. Will it pay to expand? 
Increased supply of the product will cause prices to fall, but 
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decreasing costs on the enlarged volume will cut costs to a 
point at which the per unit profit will amount to IS cents. The 
new average return on capital will be 15%, but this rate is 
above prevailing capital costs. The student frequently jumps 
at the conclusion that the expansion is desirable because the ^ 
rate earned on total assets is still above normal. This reason- 
ing is defective. The question the business man faces is, 

''Have net profits been increased by the expansion?’’ Here they 
have not. The business has invested $500,000 in additional 
assets to obtain an added return of $25,000. This is aVeturn 
of 5% on the additional capital. The cash cost of the new 
funds if borrowed is 6%. In addition to the actual interest 
cost, the stockholder must assume the risks of protecting the 
bondholder. Obviously, the management is not justified in 
expanding under the conditions of the stated problem. 

The approach illustrated above is known as increment cos^ 
and increment profit analysis. It proceeds on the basis 
analyzing the effects of a change in policy: the increases in 
costs and the increases in profits. The increment costs in the 
above examples are $175,000; the increment profits, $25,000. 

Source of Funds. — After the management has decided to 
expand, it must determine the best channel through which to 
obtain funds, "^s in the original promotion, the sources will 
include the sale of stock and bonds, and borrowing for short 
periods. In addition to these sources, the going concern can 
finance expansion by reinvesting earning^. Whether the man- 
agers choose one source or a combination of sources will 
depend on the individual circumstances of the firm and the 
relative costs and risks of using particular sources. The finan- 
cial structure must be kept balanced at all times. 

. J 

Reinvested Earnings. — large portion of the industrial 
growth of the United States has been financed by reinvested 
earnings. ’Those industries in which profit margins have been 
good and the ratio of plant to annual sales or revenues low 
have found expansion ironf earnings a reasonably satisfactory 
method. A concern with small plant investment compared to 
sales can expand sales very rapidly with a small increase in 
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resources. On the other hand, a public utility with an invest- 
ment of $5 in assets for every dollar of gross revenue must 
raise most of its funds from the sale of securities because most 
of the dollar of gross revenue must be used to pay operating 
expenses, taxes, interest, and dividends. The amount that 
could be withheld from stockholders by non-payment of divi- 
dends would be so small as compared to growth requirements 
that the withholding of dividends would be a hindrance rather 
than a help to expansioim Since securities wouW have to be 
sold to provide most of the funds for expansion, ^he most eco- 
nomical thing to do would be to make the stock attractive to 
the investing public!?fA fair dividend rate would facilitate the 
sale of stock and thus tend to keep the, financial structure bal- 
anced as between bonds and stock^^ Withholding dividends 
would tend to keep the price of stock down in the market and 
make the management reluctant to sell new issues of stock. 
Such a tenancy would eventually result in overbonding the 
properties! 7 The proportion of earnings retained by companies 
having heavy fixed capital requirements should be determined, 
then, with reference to the necessity for selling dividend-carry- 
ing securities. 

Closely related to the question of the adequacy of earnings 
to finance growth is the problem of ti ming expansio n. If 
facilities are required immediately to take advantage of exist- 
ing conditions of competition and markets, it is idle to wait for 
earnings to provide the means of expansion. Celerity of action 
is essential. Here, either short-term loans or long-term securi- 
ties must be resorted to. 

If it is not necessary to supplement reinvested earnings by 
the sale of securities, the question of expanding through rein- 
vested earnings then simmers down to a question of advantages 
and disadvantages from the stockholder’s standpoint. ’^Rein- 
vestment of earnings requires that the stockholder forego a 
current cash return. This is a matter of serious consequence 
to the stockholder who is dependent on current income from 
his holdings."^ If any substantial portion of the shareholders 
fall in this dependent group, the management will be faced 
with a clamor for the payment of dividends. Against the 




EXPANSION 


245 

inconvenience to shareholders must be arrayed the advantages 
to the corporation of avoiding other methods of financing. A 
new ^dustry, which has not yet reached a stable basis, must 
ordii®ily expand through reinvested earnings because its 
crediSis so poor that it cannot obtain funds through other 
chaniSls or because the cost of funds through other channels 
is prohibitive. A firm that is stable may have incurred fixed 
chargS far beyond the point at which it is desirable to incur 
additional interest charges. Here two routes lie open to the 
corporation : it can reinvest earnings, or it can sell more' stock. 
In either case, the stockholder must put up the additional 
funds. Up to 1936, there was a distinct advantage in putting 
up the funds by having the corporation withhold earnings. 
This advantage accrued from the fact that the individual did 
not have to pay income taxes on earnings not received as divi- 
dends. In 1936, the federal government levied a high, progres- 
sive tax^ on undistributed net income of corporations. This 
tax tended to force corporations to declare all net income as 
dividends and then give stockholders the right to subscribe to 
new shares of stock. In this way the corporation forced the 
stockholder to put the earnings back into the business but 
avoided the tax on the undistributed net income of the corpora- 
tion. This tax was unsound in its then stringent form. In the 
meantime it exercised a profound influence on method of 
financing expansion of American industries. Few corpora- 
tions could afford to pay the prohibitive taxes that were levied 
on retained earnings. As a result of the havoc caused by this 
tax, Congress revised the revenue act. 

^Section 14 of the Revenue Act of 1936 provided for a tax on undistributed 
corporate net income ranging from 7% to 27^, depending on the corporation’s 
net income which is not distributed. The specific provisions are as follows : 

7 per centum of the portion of the undistributed net income which is not in 
excess of 10 per centum of the adjusted net income. 

12 per centum of the portion of the undistributed net income which is in 
excess of 10 per centum and not in excess of 20 per centum of the 
adjusted net income. 

17 per centum of the portion of the undistributed net income which is in 
excess of 20 per centum and not in excess of 40 per centum of the 
adjusted net income. 

22 per centum of the portion ®f the undistributed net income which is in 
excess of 40 per centum and not in excess of 60 per centum of the 
adjusted net income. 

27 per centum of the portion of the undistributed net income which is in 
excess of 60 per centum of the adjusted net income. 
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Nature of Expansion and the Source of Funds — The 

nature of the expenditures is very important in choosing the 
source of funds. As pointed out in the chapter on working 
capital, '•^long-term facilities should not be financed through 
short-term loans unless profits will materialize so rapidly that 
the loans can be paid off. Otherwise the corporation will be 
faced with an embarrassing maturity. On the other hand, 
temporary expansion of inventories can readily be financed by 
short-term loans because sale of the inventories will provide 
the means of repaying the debt. The earning power of the 
property acquired is also important. If the new property will 
be productive of additional income, the property can be 
financed by bonds to the extent that the additional property 
will support bond values and the additional earnings pay bond 
interest.'*^ However, if the property wilhnot increase earning 
power, that is,"1[f it will be an unproductive betterment such 
as a grade crossing elimination,'^then it should not be financed 
by fixed charge securities unless the corporation already has 
unused borrowing power?^ The expenditure itself will con- 
tribute nothing to the ability of the corporation to carry the 
added debt. \If possible, unproductive expenditures should be 
financed by reinvesting earnings) Increases in debt would de- 
crease the earnings remaining to stock; increases in stock 
would spread the same earnings over a larger number of 
shares. In both cases the shareholder suffers a reduction in 
the scale of his income. This, in turn, will tend to affect the 
value of his shares permanently because purchasers tend to 
price shares in terms of per share earnings. 


Bonds — ^Financial principles do not change with expansion 
of a company. >/rhe expanding company should issue bonds 
only if its financial structure, after the financing, will preserve 
sound relationships of debt to assets and of debt to earnings. 
If the corporation has unused bonding power it can finance all 
Expansion through sale of new issues of bonds. If it is over- 
bonded, it should not expand through the sale of bonds even 
though the new properties would carry the bonds. It should 
first put its financial house in order by bringing its financial 
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structure back into balance. These are sound principles but 
are frequently abandoned under pressure. Governmental pres- 
sure on railroads to remove grade crossings and on local public 
utilities to make other types of unproductive betterments fre- 
quently comes at a time when opportunities for selling stock 
or of reinvesting earnings are far from satisfactory. In these 
cases the corporations have no choice in making the expendi- 
tures. They must get the funds, whatever the cost. Not infre- 
quently the only channel immediately available is that of selling 
bonds. This further unbalances the structure, and successive 
demands make the unbalancing a progressive process. The 
near bankrupt railroad continues to sell bonds, and the stock- 
holders continue to take what they can get in dividends against 
the day w hen the structure will .. top ple and the stock values be 
wi ped ou t. 

The problem of expanding through the issue of bonds is 
similar to the problem of issuing bonds in the capitalization 
chapter. Assume that a public utility has the following 
relationships : 


X Company 


Estimated after 



Present 

Expansion 

Total assets - . 

..... $100,000,000 

$120,000,000 

Current liabilities ....... 

10,000,000 

12,000,000 

Bonds 

..... 20,000,000 


Common stock ....... 

. - . . . 60,000,000 


Surplus 

10,000,000 


Average net earnings .... 

. . . . . 7,000,000 

8,400,000 

Poor year net earnings . . . 

3,000,000 

3,600,000 


The problem is to determine if the corporation can issue bonds 
to finance the $20,000,000 expansion program. The first step 
is to determine what maximum amount of bonds the corpora- 
tion can safely carry. Then it can be determined whether the 
old debt plus the new debt will fall within the maximum limits 
found. In the case of Company X, if the maximum relation- 
ship of debt to assets is 60%, the company can have $72,- 
000,000 of debt (60% of $120,000,000). Twelve millions 
will be in current liabilities; so $60,000,000 can be in bonds. 
Bond interest should be earned a little more than two times on 
the average. Interest could absorb $4,200,000 at the twice- 
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earned standard (50% of $8,400,000). Interest should be 
earned in the poorest year. Hence interest should not exceed 
$3,600,000. Since $3,600,000 is the lower of the two earnings 
relationships, it will control. Assuming a 4)4% interest rate 
for these standards, $3,600,000 available for interest would 
permit total bonded debt of $80,000,000. Since the asset limit 
of $60,000,000 is smaller than the earnings limit of $80,- 
000,000, the asset limit will control. The company could have 
a total funded debt of $60,000,000 without violating sound 
standards. It now has a debt of $20,000,000. Consequently, 
it could finance the entire expansion of $20,000,000 with bonds 
and still have unused bonding power. An industrial structure 
would be tested in the same way. In some cases, it is not 
considered desirable to capitalize anticipated earnings by the 
issue of bonds. In these cases the bond limits of the company 
would be determined with reference to the existing assets and 
earnings of the company, making no allowance for the assets 
and earnings that would come from expansion. If the estab- 
lished earning power of the company would carry additional 
debt, it is created; otherwise, the expansion is financed by the 
sale of stock or by reinvesting earnings. 

Preferred Stock. — -The sale of preferred stock for expan- 
sion presents problems similar to those presented by the sale 
of bonds. The company must determine whether it has unused 
power to issue preferred. This it will do by applying preferred 
stock standards as was done in the case of bond standards. 
The preferred ^ock standards are discussed in the chapter on 
capitalization, "^f the corporation has unused preferred stock 
issuing power, it must then determine whether this is the best 
way to raise the funds considering the cost of capital, the state 
of the securities markets, and the earnings of the company. 
Preferred stock, unless it is participating or convertible, will 
ordinarily be sold to the general public through regular invest- 
ment banking channels.^ 

Common Stock. — Common stodc is, of course, the safest 
type of security to issue. '^Representing an ownership interest, 
it never comes due. I Annual payments for the use of the 
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funds do not bob up to embarrass the management. ^However, 
whether the management should issue it depends upon whether 
it is desirable to trade further on the equity or not. With 
this point settled, the next problem is that of effects on the 
stockholders. 

As was pointed out in the chapter on stock, the customary 
method of offering new shares is to give the present share- 
holders an opportunity to subscribe to new issues. The new 
shares will be priced sufficiently below the current market 
price to give the rights substantial values which will be lost if 
they are not exercised. This pricing process will thus force the 
stockholder or his vendee to supply the funds required by the 
corporation. Although the corporation is assured of the funds, 
the stockholder is faced with a variety of analytical problems. 
Foremost among these problems are those of valuing the rights 
for sale purposes and of determining the effect of the increased 
stock on the long-term value of a share of the company's stock. 

Valuing Rights. — ^Valuing rights for purposes of purchase 
or sale is a very simple process. Since a purchaser has the 
option of buying outstanding shares or of buying rights and 
putting cash with them to obtain similar shares, he will give 
no more for rights than the difference between the cost of the 
old shares after they have sold ex-rights and the amount of 
cash he will have to put with the rights to get new shares. To 
illustrate: if the old shares sell at $175 ex-rights and a new 
share can be obtained for $100 plus one right, the value of the 
right is $75 because $75 plus $100 will equal the cost of a 
share by buying it directly in the market. 

Assuming now that the stock has not sold ex-rights, the 
present market price of the stock obviously carries with it the 
value attaching to the right. When the stock sells ex-rights, it 
will decrease in value, other things being equal, by the value 
of the right. Here, the process of valuing is again based on 
market values. If the stock is selling at $250 a share and each 
old share is to receive the* right to subscribe to a new share 
at $100, then the value will be determined as follows : $100 
plus an old share worth $250 entitles the holder to two shares. 
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The combined value is $350 against which two shares will 
stand. The value of each share will, therefore, be one-half of 
the aggregate or $175. Since $100 plus a right entitles the 
holder to a new share, the value of the right is $175 minus 
$100 or $75. It will be noted that this is exactly the amount 
by which the value of the old share is decreased ($250 — $175 
= $75) when it sells ex-rights. This process of valuing is 
expressed in formula as follows: 

Premium of old shares in excess of cost by exercising rights 
Number of old share rights required to get a new 
share 1 (new share) 


i? + 1 

For our problem we have by substitution, 

$250 — $100 

pp-j— =$75 

Most discussions of the problem cease at this point. How- 
ever, from the standpoint of stock market policy the difficulties 
are just beginning. First, there is the effect on the technical 
position of the stock resulting from the sudden increase in the 
supply of stock in the market. Any considerable increase in 
the supply of stock will in all probability cause a weakening of 
market prices until the excess has found its way into stable 
holdings. This decline will probably occur rather promptly 
after information concerning the issue of rights is available 
because short sellers will anticipate the effect. 

The rights (and of course the shares) may sell at their 
highest level at any time prior to the final date of exercise. 
Whether they sell highest at first or later depends on how 
quickly the situation is discounted. If there is a sudden rush 
to unload, the rights may sell at a low level at first and then 
rise slightly. If liquidation is postponed, they will sell lowest 
later ; that is, liquidation may carr^ the quotation to its lowest 
level at any time between the time of announcement and the 
final time for exercise. 
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However, the ultimate effect of the rights is of more conse- 
quence to the ordinary investor or long-term speculator. It is 
this phase of the question that is ordinarily slighted. A proper 
treatment involves a study of the capitalization, rates of earn- 
ings on assets, the period before which new capital becomes 
productive, and the opportunities of the concern for expansion. 
An example will illustrate the factors. 

Example of Long-Term Effect of Rights. — ^Let us assume 
the following balance sheet and facts : 


Company X 

Total assets $150,000 6% bonds $50,000 

Common stock .... 1 50,000 
Surplus ....... 50,000 

$150,000 $150,000 


1. Common stock represented by 1,000 shares. 

2. Net earnings available for bond interest $30,000. 

3. For some time, the old shares have been selling ^t $250, 

but just prior to announcement of the rights rose to 
$275 per share. On announcement, the price of shares 
fell to $260. 

4. Stockholders are given the right to subscribe to one new 

share at $100 for each old share held. 

5. The new capital is to be used to increase plant capacity. 

It is probable that the new facilities will produce the 
same rate of return on invested capital as do the old. 
However, it will require a year to finish the facilities and 
get them into operation. Hence, there will be no increase 
in earnings during the first year, but the facilities will 
be fully productive during the second year. 

There are two ways to approach the determination of the 
probable value of this stock, say 18 months hence. One is to 
capitalize all earnings and then deduct bonded debt in esti- 
mating future stock values. The other is to apply a price- 
earnings ratio to per share earnings on stock. Probably neither 
method will exactly forecast market prices, but either will 
give an approximate standard for measurement. Whichever 
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method is used, the first step is to forecast earnings. The 
following table shows the changes in earnings, shares, and 
assets. 


Company X 


Item Prior to Rights 1st year 2nd year 

Assets $150,000 $250,000 $250,000 

Shares 1,000 2,000 2,000 

Earnings $30',000 $30,000 $50,000 

Interest 3,000 3,000 3,000 

Net profit 27,000 27,000 47,000 

Earned^^ per share $27 $13.50 $23.50 


The first and second years after the issue of the rights reflect 
an increase of assets of $100,000. In the second year these 
assets become fully productive, giving net earnings of 20% 
on assets employed. By hypothesis the fixed charges have not 
changed. If we assume that, for some time prior to the issue 
of rights, the price of stock established a reliable rate for the 
capitalization of earnings, we can then estimate reasonable 
market values 18 months hence by either method as follows: 

(1) Capitalization OF Total Earnings Method. 


Before Rights 

Market price of stock $250,000 

Bonds 50,000 


Total capitalization ... . $300,000 

Annual earnings .............. 30,000 

Rate of capitalization • • • • 1^% 

18 Months after Rights 

Annual earnings $50,000 

Rate of capitalization . ........... 10% 

Capitalization $500,000 

Bonds . $50,000 

Stock . $450,000 

Shares of stock 2,000 

Estimated price per share $225 

(2) Price-Earnings Ratio Method. 

Before Rights 

Price of stock per share $250 

Earnings per share . . . . , 27 

Ratio of price to earnings 9.26 

18 Months aft eir Rights 

Earnings per share $23.50 

Ratio of price to earnings . . . 9.26 

Estimated price per share . . . . . . . . . . $218.00 
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The current value of the rights would be determined as 
follows: 

The present price of shares is $180. We can expect the 
shares to sell well over $200 when the new capital becomes 
fully productive. The intermediate price is a matter of con- 
jecture. It will depend in part first upon the market’s absorp- 
tion of the increased floating supply of shares and latei^ upon 
' the public reaction to decreased per share earnings, for during 
f the first year, the number of shares is doubled without any 
increase in earnings. The result is that per share earnings are 
halved. Whether prices will sag or not will depend on the 
amount of uninformed selling as compared with the amount 
of informed buying. 

In case the new capital were to be less productive than the 
old capital, the estimated future values would be radically dif- 
ferent. But in either case it is necessary to estimate both the 
amount of earnings that will be derived from the new capital 
and the period in which they will begin to materialize. If the 
earnings are reasonably accurately estimated and tabulated, 
the estimated per share values can be computed with ease. 

It is obvious from what has been said that the right to 
supply new capital to an enterprise that earns more than a 
normal return is a very valuable one. In the past, this right 
has been preserved to the stockholders by the common law 
requirement that shareholders be permitted to subscribe pro 
mifa for new issues of shares. Recently, however, statutes 
have been passed in several states to permit corporations with 
charters expressly eliminating tUp 

I holde rs. Many of the newer consolidations have taken advan- 
tage of these provisions. Elimination of preemptive rights 
leaves the directors free to dispose of stock to parties of their 
own choosing and, within limits, at their own priced This 
change in corporate practice is fraught with great possibilities 
for abuse; so the statutes permitting it should be again 
amended to wipe out the possibility of such provisions. 


254 CORPORATION FINANCE 

^ Proceeds for Refunding . — -Rights may be issued in order 
I to obtain funds for refunding or to build a more comfortable 
l eash position as well as for additional operating facilities. In 
l^hese cases the stockholder’s analytical process is the same, but 
the problem is somewhat more complicated. The key to the 
value of his stock is still the future earning' power of the 
company. He must estimate the future earnings and then find 
the effects of the changed number of shares on per share earn- 

ings. For example, assume the following figures : 

• 

Company R 


Net earnings ...... 

Interest charges . . . . . 
Number of shares of stock 
Per share earnings , . . 


Before Issue of 
New Stock 
$ 5 , 000,000 
$2,000,000 
300,000 
$10 


After New Stock 
Issue 
$ 5 , 000,000 
None 
700,000 
$ 7.11 


Here, the company has issued 400,000 shares in order to retire 
$40,000,000 of 5% bonds having a total interest burden of 
$2,000,000. Retirement of the bonds makes the entire net 
earnings of the company available to the stockholders but in- 
creases the number of shares (among which the earnings must 
be divided) from 300,000 shares to 700,000 shares. Since the 
company was earning more than 5% on the funds obtained 
from the bondholders, the earnings per share were $10 before 
the bonds were retired. After the bonds were retired, the stock 
earned only $7.11 per share because it lost the advantage of 
trading on the equity. The financial structure of the company 
is strengthened, but whether the stock will sell at a higher price 
than it did before because of its added strength will depend 
on the market’s attitude toward the additional strength. If the 
company was so strong that its solvency would never be threat- 
ened, the additional strength will not cause a corresponding 
rise in share prices. The shareholder looks at the surplus pro- 
tection much as he would look at a $30,000 fire insurance 
policy on a $20,000 house, knowing that he could never collect 
more than the actual value of tlie property destroyed. The 
shareholder is foregoing the increased earnings from trading 
on the equity for an additional safety factor that he does not 
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need. Consequently, he will pay little more for a dollar of per 
share earnings than he did before ; and since per share earnings 
have decreased, the shares will sell for less in the market than 
they formerly did. On the other hand, if the shares were 
depressed because of an unstable financial structure, strength- 
ening the structure would give added value to the shares. 

Analysis of a change in cash position follows similar lines. 
If the cash is not to be used for productive purposes, the prior 
earnings will merely be spread over more shares and thus 
reduce per share earnings. Whether the price-earnings* ratio 
will rise to a point at which the smaller per share earnings will 
bring the same price for the shares of stock will depend on how 
much the new cash improves the corporation’s solvency. If the 
stock was depressed because of fears that the company might 
not pull through in a period of financial stress, the new funds 
may relieve the strain to a point where the stock will rebound 
to a higher price per share, even though per share earnings 
are decreased by the increased issue. Each situation must be 
analyzed on its merits. 
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CHAPTER 17 


CONSOLIDATION 

Industry in the United States has constantly evolved larger 
and larger business units. Wherever we look, the tendency has 
been the same. Railroads, gas companies, street railways, elec- 
, trie power companies, steel companies, copper companies — all 
I have grown by the aggregation of many small undertakings 
into larger corporate businesses. The process has been at work 
for more than a century. 

Railroads — ^The largest group in point of invested capital 
is the railroad industry. This industry got under way on a 
practical basis around 1830. From then until the middle 1850's 
the industry was characterized by the construction of many 
small lines connecting neighboring towns. These small lines 
were usually constructed by separate corporations ; so there 
was neither continuity of travel nor physical connection of 
lines. The generation from the 1850’s to the panic of 1873 
has been designated as one of end-to-end consolidations — a 
period in which the small lines between towns were welded into 
continuous lines between the large cities. That from the panic 
of 1873 to the panic of 1893 was a period of system forma- 
tion — when lateral lines were tied to the longitudinal consoli- 
dations to form networks. From 1893 to the present has been 
characterized by the formation of super-systems, systems of 
systems, moving ever toward a few comprehensive organiza- 
tions covering large geographic areas. The accompanying map 
and chart of the Pennsylvania system illustrate the nature of 
this movement. 

These changes in the railway system are not confined to the 
specific periods mentioned, but rather they were going on con- 
tinuously from the very first. For example, as early as 1832, 
the Maryland legislature authorized the Baltimore & Ohio 
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Railroad Company to acquire stock in the Washington Branch 
Road. This company has followed the policy of acquiring 
stock interests in other railroads throughout its history. The 
fusion of many companies into single companies, the leasing 
of one road to another, and the acquisition of control of the 
voting stock of one road by another have been methods common 
to all of these periods. System formation and longitudinal 
consolidation have overlapped historically. But, taking appear- 
ances of the railway industry as a whole, it is clear that the 
outstanding characteristics of the financial and industrial evo- 
lution of this group of companies is fairly presented by the 
periods designated. It is to be noted that these periods are 
bounded by major depressions. This matter will be discussed 
in more detail later. But it is well to note that business expan- 
sion and combination flourish under conditions of optimism 
and financial ease and wither in periods of pessimism and 
financial stringency. Hence, the first major period of railroad 
combination is ushered in by the ''Credit Expansion Pros- 
perity'^ of the 1850’s and is terminated by the "Long Depres- 
sion of the 70’s.’^ The next period gathers momentum in the 
"Gold Resumption Prosperity’' of the early 80’s and terminates 
in the "Panic of 1893.” Although the present super-system 
consolidation movement has been under way since the 1890’s, 
it has been active or quiescent according to the swings of the 
business cycle — active in prosperity, quiescent in depression, 
but ever looking forward to larger combinations. 

Local Public Utilities — Next in importance to railroads 
are the local public utilities, the electric power and light, the 
street railway, gas, telephone, telegraph, water, steam heat, 
bus, etc., industries. These industries, as a group, rival the 
railways in point of investment and financial importance. Like 
the railroads they have passed through an evolution from 
small, scattered companies to large consolidated enterprises. 

Electric Power. — ^The electric power industry dates from 
1882 when small power plants were established in New York 
City and in Appleton, Wisconsin. In this early period direct 
current equipment was the rule, and electricity could not be 



Figure 16. Map of the Geographic Areas 
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Figure 17. Chart of the 
(Source i Regulation of Stock 
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transmitted any considerable distance. As a result, many small 
plants were built in the same town. Such communities as 
Scranton, Pennsylvania, for example, had four separate plants, 
and Duluth, Minnesota, had five. As technical processes im- 
proved, long distance transmission became economically fea- 
sible. Small local plants gave way to large strategically located 
generating stations. Economies of large-scale generation and 
management resulted first in the consolidation of plants within 
a community, later in the formation of state- wide operating 
compajiies and nation-wide holding company systems. 

Consolidations started at a very early date. In 1881, the 
year before the first commercial electric plant, the Oregon & 
Transcontinental Company was organized to promote the 
electrification of lateral railway lines in the Northern Pacific 
Railroad system. After a hectic existence of nine years, this 
company caused the North American Company to be organ- 
ized to take over its assets and function as a holding company 
in the electric light, power, and street railway fields. Since 
1890 the North American Company has developed one of our 
largest public utility holding company systems, with interests 
scattered across the continent. In its wake hundreds of other 
holding companies arose. So today, the entire electric light 
and power industry has come under the control of a few 
major financial interests. The chart, pages 264-265, shows how 
a group of scattered New York public utility enterprises was 
concentrated under single financial control. 

Similar concentrations have taken place throughout the coun- 
try. As early as 1925 the Federal Trade Commission reported 
that 39 corporations controlled approximately 71.5% of the 
electric generating capacity of the country. Since that time, 
consolidation has increased greatly. The accompanying table 
shows the essential statistics of electric power industry growth 
from 1912 to 1937 inclusive. 

Gas.— The gas industry antedates the railroad industry by 
nearly 15 years, but it has never assumed the importance of the 
latter industry. Beginning in the United States with the incor- 
poration of the Gas Light Company of Baltimore in 1816, it 
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Chart showing control of subsidiaries' voting stock as of June 30, 

1931. ■ 

O Operating company R Real estate company 

H Holding company I Investment company 

X Licensee WP Water power company 

* Filed retun. VT Voting trust certificates 

(a) This control is not exercised by controlling company for management or operation. 

(b) Controlling company has no control over action of said trustees or management of 

this corporation’s affairs. 

(c) Dissolution pending. 

(d) Voting trust certificates issued by management trustees who control 100% of com- 

mon stock with 59% voting control. 
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Figure 18. Niagara Hudson 
(Source: Holding Company Control of 
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Chart showing percentages of ownership of subsidiaries’ voting stock as of June 30, 
1931. 
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has had an evolution similar to that already described for the 
electric power and light industry. Indeed, it was in this field 
that the United Gas Improvement Company flourished, a 
pioneer holding company which served as a model for many 
of the holding companies in the ' electric field. Since inter- 
connection and long distance transmission of gas have been 
relatively recent developments in this industry, management 
considerations have predominated in the consolidation move- 
ment Early consolidations took the form of centralized stock 
control of several companies or fusion of electric and gas 
companies into single operating units. In those cities where 
several local gas companies had sprung up, for example, in 
Chicago and New York, the separate gas companies were 
fused into single gas companies serving the entire area. 
Because electricity and gas competed for lighting purposes in 
the beginning of the electric power industry, the consolidation 
of the two types with each other has been particularly marked 
from the early stages of the parallel development of these 
industries. Similarities of management problems, and other 
factors added to the early competitive features, have combined 
to make the late history of the consolidation movement in the 
gas industry a composite history with that of the electric 
power industry. The chart, pages 266-267, of The United Gas 
Improvement Company shows how the gas companies have 
been locked into systems with other types of companies. 

Water, Telegraph, Telephone, Bus, Street Railway. — 

Central water works date from the Boston water supply sys- 
tem of 1652. Their development, of all public utilities, has 
been least affected by the consolidation movement. Intercon- 
nection has not been extensive, nor have the management 
problems been great. In fact, the simplicity of operations has 
made public ownership the rule in this class of utilities. Never- 
theless, where private ownership exists, consolidation has 
found its place. The private companies have gradually been 
welded into holding company sy^ems with centralized man- 
agement The chart, pages 270-271, of the water works sub- 
sidiaries of the American Water Works and Electric Company, 
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Inc. shows the type of consolidated structure used in this 
industry. 

The telegraph industry has had a growth exceedingly simi- 
lar to that of the railroads. The early companies built lines 
between towns as did the early railroad companies. These were 
then consolidated to form a nation-wide network. . The West- 
ern Union Telegraph Company was incorporated on April 1, 
1851. As early as 1864 it was a holding company with inter- 
ests in several other companies. By 1927 it had acquired and 
controlled by purchase, lease, or stock ownership, sonife 536 
telegraph corporations and properties, of which about 58 
corporations maintained their corporate identities and organi- 
zations. Aside from the telegraph business done by American 
Telephone and Telegraph Company, the Postal Telegraph & 
Cable Corporation is the only other important interest in this 
field. 

The telephone industry is the most concentrated of the 
public utility industries. Nearly 90% of the entire investment 
in telephone facilities is controlled by the American Telephone 
and Telegraph Company. Likewise, as early as 1914, two- 
thirds of the street railway industry was under the control of 
holding companies. Lately the bus and trucking industries 
have been similarly concentrated. 

Industrials. — In financial parlance the term industrials is 
used as a catch-all for those corporations which are not steam 
railroads, governments, local public utilities, or banks or other 
financial companies. In the ‘'street’' this heterogeneous group 
is broken down into the “oils,” the “steels,” the “motors,” the 
“coppers,” etc. Manifestly it would be impossible, in a volume 
of this kind, to trace the consolidation movement in each of 
these industries. Hence, the oil industry is taken as a sample. 

The petroleum industry is in many ways one of the most 
interesting studies from the point of view of the consolidation 
movement. It provided one of our first major monopoly prob- 
lems and has given big business the name “trust.” It was in 
this industry that many of the early anti-trust battles were 
staged between the companies on one side and the state and 
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Figure 20. American Water 
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federal governments on the other. It was only three years 
after the discovery of oil in Pennsylvania that John D. Rocke- 
feller, in 1862, became financially interested in the oil industry. 
By 1879 he controlled 90% of the refining business and all of 
the important pipe lines. In 1882, he organized the Standard 
Oil trust, placing the controlling voting stocks of 40 companies 
in the hands of a single group of trustees. Uniformity of 
policy was obtained by voting the stock of each company 
according to a common plan. The trust was broken up by the 
courts, but the term tmst has remained, to this day, as a syno- 
nym for big business. In 1897, the Standard Oil Company 
(New Jersey), a holding corporation, was formed. This com- 
pany owned outright the voting stocks of the same companies 
that the trust had been forced to release. The holding corpora- 
tion was obviously a device to accomplish the same illegal 
end, monopoly, as was its predecessor, the trust. Hence pro- 
ceedings under the Sherman Anti-Trust Law were instituted 
against the company. In 1911, the court handed down a decree 
dissolving Standard Oil into 33 independent companies. 

Although monopoly has been prevented, the industry has 
developed along the same consolidation lines as have others. 
Large integrated units, containing oil wells, pipe lines, re- 
fineries, and filling station chains dominate the industry. The 
chart, pages 274-275, of the Socony-Vacuum Corporation is a 
fair sample of the intercorporate structure of the industry:’ • 

Composite Consolidation. — ^What has been said should not 
convey the impression that consolidation takes place only in 
the same industry. It is, perhaps, most uniformly successful 
when confined to companies of like or closely related kind; but 
it is by no means so confined in practice. Accident, avarice, and 
a variety of other factors cause corporate interests to ramify 
widely. The chart, pages 276-277, of Cities Service Company 
shows how a major public utility holding company became 
primarily an oil holding company because it accidentally struck 
oil while drilling for natural gas. In 1938, the two major 
busipesses were again separated as a consequence of the Public 
Utilities Act of 1935. 
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“Consolidations are ordi- 


narily promoted for one reason — profit; not altruism, not 
philanthropy, but a plain desire to ^'make money'^ conditions 
the entire procedure. Occasionally there are exceptions. The 
author once promoted the consolidation of two banks from 
purely public service motives. But he doubts very seriously 
that the promotion would have been consummated had not 
the Comptroller of the Currency closed the recalcitrant bank 
shortly after negotiations had broken down. Waiving aside 
such uncommon occurrences, the lure of profit must ordinarily 
lead the promoter on. .(The prospective gain may be found in 
the greater efficiency of the combined enterprise over that of 
the separate companies. It may come from selling the public 
an overly liberal amount of securities in the new enterprise.} 
But whatever the source of profit, the promoter expects the 
transaction to be well worth his while. That the promoter 
may not succeed in making economies, or in ^^selling the 
public,"' is not always material to a study of consolidation 
causes. That the promoter thinks he will succeed is the factor 
that sets the procedure in motion, and for good or for ill pro- 
duces the consolidated enterprise. Hence, a study of the results 
of past consolidations may be of little avail in forecasting what 
consolidations may take place in the future. Optimism pro- 
vides tremendous power. 


^/cyclical Timing. — ^The movement for consolidation usually 
starts slowly; but once under way, gathers momentum. The 
speed of the process is principally conditioned by two factors : 
(1) the opportunities for profit and (2) the public appetite for 
Isecurities. The latter factor, in large measure, controls the 
former. Usually, promotion profits /are secured by obtaining 
a liberal portion of the securities of the combined enterprise; 
and usually, the rough spots in negotiations are smoothed by 
promising liberal amounts of securities in the new enterprise. 
These excess quantities of securities* are obtained by issuing 
more securities for the new ^terprise than were already issued 
for the old. , If economies result from the combination, the 
earnings may be sufficient to give value to the increase in 
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Figure 22. Cities 
(Source : Report on 
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securities. If there are no economies, the aggregate value of 
the securities is no greater, but the proportionate interests m 
the enterprise may be changed. Someone has gained; someone 
has lost. 

Usually, considerable quantities of the securities of the 
consolidated enterprise are sold to the public. The public pro- 
vides, through purchase of securities, all of the real investment 
in the properties. The securities held by the promoter represent 
the profits from the transaction. It is in this way that large 
fortunes have been made in promoting consolidations. Since 
the consolidation movement is financed by the public sale of 
securities, it is easy to see why most consolidations occur dur- 
ing boom times and fewest occur during depressions. When 
securities can be readily sold, consolidation flourishes; when 
they cannot be sold, it languishes. As in other instances, these 
statements will not hold for all cases. Some strongly financed 
companies buy competitors on the auction block during depres- 
sions. Some fusions are financed entirely by exchange of 
securities. But numerically these exceptions constitute only a 
mere fraction of the total. 

^dhicanery ^The social and economic angles of consolida- 

tions have been written about and debated for years. In some 
cases, the results have been pronounced satisfactory both from 
general social and from profit point of view. In others, they 
have not. Recently, much attention has been focused on the 
unethical practices of promoters and corporate managements. 
In this connection, it is well to observe that a criminal in a 
responsible position can steal or defraud regardless of whether 
the enterprise be large or small, simple or complex. However, 
chicanery assumes greater importance in consolidated enter- 
prises than in simple corporations because the mere size of the 
institution gives greater power for evil. Further, the mere 
size gives greater opportunity to conceal facts and to per- 
petuate, control. This condition follows from the fact that 
stockholdings of the large enterpj;ise are usually greatly dif- 
fused, and the bulk of the ownership is absentee ownership. 
These matters are of great importance, but lie somewhat out- 
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side the scope of the present treatise. Nevertheless, they will 
be given some attention as occasion arises. 

ly^ome Common Terms. — For many years the terms hori- 
zontal and vertical have been applied to business combinations. 
Recently a new term, circular^ has come into vogue. Hori- 
zontal combination indicates combination of establishments 
engaged in the same stage of the industrial process. For 
example, a combination of several oil refineries would be a 
horizontal combination. Vertical combination indicate^ the 
integration of different steps in the industrial process. Thus, 
the combination of oil well companies with pipe lines, refin- 
eries, and distributing facilities — giving single control to the 
whole process from the production of the oil to the sale of 
gasoline — would be vertical combination. To be vertical com- 
bination, the integration need not be complete; it is vertical 
^f any two successive stages are combined. Circular combi-| 
nation indicates the welding together of concerns making non-l 
competing products but using the same distributing channels. 
To illustrate. General Foods Corporation is a combination of 
companies which sold Postum, Jell-o, Maxwell House Coffee, 
Baker’s Chocolate, Minute Tapioca, and some lesser products. 
The force behind this type of consolidation is the economy of 
using a single large selling organization to handle all of the 
products. 
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CHAPTER 18 

DIRECT PROPERTY OWNING CONSOLIDATIONS 

Only incidentally has the preceding chapter touched on the 
methods of consolidating corporations. Such methods may be 
classified into two groups: (1) consolidations by direct owner- 
ship of the properties, embracing amalgamation, merger^ and 
sale of assets; and (2) consolidations by control of separately 
existing corporations, embracing stock control and leases. The 
present chapter deals with the technical nature and procedures 
of amalgamation, merger, and sale of assets. 

/jj Amalgamation . — Amalgamation is the combining of two 
qr more corporations into a single new corporation having the 
rights, interests, property, and obligations of the constituent 
corporations. Usually stock in the new company is exchanged 
for stock in the old corporations, and the stockholders of the 
old companies become stockholders of the new. This process 
is also known as However, financial 

writers use the term amalgamation in preference to the term 
consolidation to avoid the confusion which arises because con- 
solidation is used in a broad sense to cover all types of binding 
unions of corporations as well as in the narrow sense indicated 
here. Amalgamation, in American usage, signifies only that 
type of union which results in the creation of a new corpora- 
tion from two or more previously existing corporations. |The 
constituent corporations pass out the pictur^ ceasing their 
existence except in those few c^s where they are continued 
as dormant entities by statute.V This method of consolidation 

^ In Ohio and Mississippi Railway Co. v. People, 123 111. 467, it was held 
that “the constituent corporations do not necessarily cease to exist although they 
lie dormant and their property rights, powers and franchises are possessed and 
exercised by the new consolidated corporation.” However, “the general rule is 
that the consolidation effects the dissolution of the original corporations and 
brings into existence a new corporation possessed of the property, rights and 
franchises and assuming the liatflities of those passing out of existence.” (6 
Am. & Eng. Ency. of Law, — 2d ed.- — 810; 10 Cyc. 302.) Whether or not the 
constituent corporation become dormant or totally extinct depends entirely upon 
the statute authorizing amalgamation. 
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is illustrated by the case of the amalgamation in 1917, of the 
Union Electric Light & Power Company (of St. Louis) with 
the Perry County Public Utilities Company to form an entirely 
new legal entity, likewise known as the Union Electric Light & 
Power Company. It should be noted that while the name of 
the succeeding corporation is identical with that of one of the 
constituents, the corporations are not the same. Legally the 
old Union Electric Light & Power Company ceased to exist, 
and a new company was created. This matter of creating an 
entirely new corporation from the old is the detail that dis- 
tinguishes amalgamation from merger and sale of assets. The 
practical importance of this difference in law will be taken up 
later on in this chapter. 

Merger.— When two or more corporations are united in 
such a way that one of them continues its existence and ' 
absorbs the other or others, the process of consolidation is 
designated as merger. The continuing corporation, in case of 
merger, succeeds to the rights, privileges, properties, and lia- 
bilities of the merged corporation, the merged corporation 
being dissolved in the process.^ Uusually, stock of the absorb- 
ing corporation's exchanged for stock of the merged corpora- 
tion in the merging process. Like amalgamation, merger is 
a statutory procedure consummated by filing the appropriate 
certificate with the secretary of state or other designated 
authority. It is carefully distinguished from amalgamation 
only in the statutes of New York (Section 85, Stock Corpora- 

®It is merger that is actually authorized by the Act of November 7, 1918, 
Authorizing Consolidation of National Banks. This act reads as follows: ‘That 
any two or more national banking associations located within the same county, 
city, or village may, with the approval of the Comptroller of the Currency, con- 
solidate into one association under the charter of either existing bank . . /* 
The comptroller of currency has interpreted the effect of this process as follows : 
“When the comptroller issues his certificate approving the consolidation of two 
or more national banks, the bank, other than that under whose charter the con- 
solidation is effected, ceases to exist as a separate institution and its corporate 
powers are absorbed by the consolidated association, and such bank would, 
therefore, no longer have any corporate existence as such. The bank under 
whose charter the consolidation was effected would continue its existence as the 
same legal entity.'" (Consolidations, issued Sy the Office of the Comptroller of 
Currency. Washington, Government Printing Office, 1931.) This use of the 
term consolidation to cover various processes emphasizes the value of the term 
amalgamation ioT the purpose of indicating the process described in the preced- 
ing section. 
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tion Law). However, in numerous cases, the courts of other 
states have been forced to determine whether a new corpora- 
tion was created or an old one continued. So the distinction 
is also well settled in other jurisdictions. 

/^Significance of Distinction between Amalgamatign and 
Merger. — The question of whether one of the old constituent 
corporations continues its existence or whether a new corpora- 
. tion is formed by a particular consolidation is of considerable 
practical importance. (1) In case of merger, the corporate 
organization of the absorbing corporation continues ; in case 
of amalgamation, it does not. In the one case the by-laws, 
officers, and directors need not be affected; in the other they 
must be constituted anew. In the one case the duration of 
corporate life is not changed; in the other a new corporation 
with possibly a different span of life is set up. (2) In case of 
merger, the security holders of the absorbing corporation con- 
tinue in their same relation to the corporation as previously; 
but those of merged or amalgamated companies lose such 
rights as were contingent on the continued existence of the 
dissolved corporations. Thus, after-acquired clauses in the 
mortgages of the dissolved corporations do not operate to 
bring property acquired by the successor corporation under 
their liens. (^Conversion privileges cease.) Unissued portions of 
bond issues cannot longer be used to acquire additional prop- 
erty. (3) The continuing corporation in a merger pays origi- 

I nal issue taxes only on additional stock issued; whereas the 
amalgamated corporation pays taxes on all issued stock because 
all is original. These matters, particularly those relating to 
creditor relationships and taxes, are very important in deter- 
mining whether the amalgamation procedure or merger pro- 
cedure will be used. In some cases amalgamations have been 
entered into directly for the purpose of closing liens and termi- 
nating the operation of after-acquired property clauses of 
mortgages. 

Legal Requirements to Amalgamate or Merge. — ^The usual 
powers of a corporation do not include the power to amalga- 
mate into a newly formed corporation or to merge into an 
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existing one. Specific authorization by statute is necessary, 
and full compliance with the statute must be made before a 
consolidation through either of these methods is complete. In 
the absence of statutory permission, the action of constituent 
corporations in consolidating by amalgamation or merger is 
ultra vires and can be enjoined by the state or by dissatisfied 
stockholders. In the majority of states today, however, amal- 
gamation and/ or merger is permitted expressly by statute, and 
in some states where no express provision exists, implied per- 
mission may be found. Such restrictions as exist in the statutes 
are usually designed to prevent the consolidation of corpora- 
tions organized for unlike and non-ancillary purposes. In 
addition to these restrictions, consolidations of regulated cor- 
porations must have special approval. Thus consolidations of 
national banks must have the approval of the Comptroller of 
Currency; and consolidations of public utilities, the approval 
of public service commissions. 

In a majority of the states, statutes also specify the require- 
ments for stockholder ratification of consolidations by amalga- 
mation or merger. The most common requirement is that the 
holders of two-thirds of the outstanding stock vote^in favor 
of the consolidation; but there is no uniformity from. state to 
state— the amounts varying from a mere majority of the votes" 
cast to 100% of the stock outstanding. However, a large num- 
ber of states make no provision on this subject. Hence, in 
these states unanimous consent is necessary. 

^ Amalgamation Procedure. — ^The usual procedure in amal- 
gamation is as follows : The directors of the various corpora- 
tions involved agree upon the terms and conditions of the 
proposed consolidation. They must then call a meeting of the 
stockholders of each corporation, at which the stockholders are 
given an opportunity to express their opinions and vote upon 
the proposal. The holders of the required amount of stock 
must consent to the consolidation, and this consent must 
usually be put into writing to be f^ed along with other papers 
with the secretary of state. A written agreement is then 
executed, and the articles of the new corporation drawn up 
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according to the requirements of the particular state of incor- 
poration. These articles, with the written agreement and the 
written consents of stockholders, must then be filed with desig- 
nated authorities, usually the secretary of state and the local 
county recorder. The accompanying excerpt from the Stock 
Corporation Law of New York illustrates the general pro- 
cedure : 

Sec. 86. Consolidation. Any two or more corporations, organ- 
ized under the laws of this state for the purpose of carrying on any 
kind or kinds of business which a corporation organized under article 
two of this chapter might carry on may be consolidated into a single 
corporation by the filing® of a certificate which shall be entitled and 
endorsed ‘Certificate of consolidation forming the . . . , pursuant to 
section eighty-six of the stock corporation law’ (the blank space being 
filled in with the name of the corporation formed by the consolidation) 
and which shall state : 

1. The name of each corporation to be included in the consolida- 
tion, and the date of the filing of its certificate of incorporation in 
the office of the secretary of state, or, if any such corporation is 
created by a special law and has no certificate of incorporation, the 
chapter number and year of passage of such law. 

2. The name of the new corporation. 

3. Either the amount of the capital stock of the new corporation 
and the number and par value of the shares of which it is to consist, 
or, if the corporation is to issue shares without par value, the state- 
ments required by section twelve. If the shares are to be classified, 
the number of shares to be included in each class and all of the desig- 
nations, preferences, privileges, and voting powers or restrictions or 
qualifications of the shares of each class.^ 

4. The city, village, or town and the county in which the office of 
the corporation is to be located. 

5. The term of its duration. 

6. The number of its directors, not less than three. 

7. The names and postoffice addresses of the persons who are to 
be its directors until the first annual meeting of its stockholders. The 
number of the directors so named must be the number stated pur- 

® 'Tee of Department of State 4or filing, $20.” 

^ “Tax to be paid department of state. The new corporation shall pay a tax 
only upon the excess of its capital stock or shares without par value over the 
aggregate tax paid by the corporations forming such new corporation. See sec- 
tion 180, Law.” 
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suant to the last preceding subdivision of this section. If the address 
of any such director be in a city, the street and number or other par- 
ticular description thereof. 

8, The terms and conditions of the consolidation, if any; the mode 
of carrying the same into effect, and the manner of distributing the 
shares of the new corporation among the stockholders of the constit- 
uent corporations. 

Such certificate shall be either: 

a. Subscribed and acknowledged, in person or by proxy, by the 
holders of record of all the outstanding shares of each constituent 
corporation entitled to vote thereon, and shall have annexed an affi- 
davit by the secretary or an assistant secretary of each corporation 
that the persons who have executed the certificate in person or by 
proxy, include the holders of record of all of the outstanding shares 
of such corporation entitled to vote thereon; or 

b. Subscribed and acknowledged by the president or a vice-presi- 
dent and a secretary or an assistant secretary of each constituent 
corporation, who shall make and annex an affidavit stating that they 
have been authorized to execute and file such certificate by the votes, 
cast in person or by proxy, of the holders of record of two-thirds of 
the outstanding shares of such corporation entitled to vote thereon, 
and that such votes were cast at a stockholders’ meeting held upon 
notice as prescribed in section forty-five of the stock corporation law 
to every stockholder of record of the corporation entitled to vote 
thereon, and the date of such meeting. 

Such certificate shall be filed in the office of the secretary of state 
and a certified copy thereof shall be filed and recorded in the office 
of the clerk of the county in which the office of the new corporation 
is to be located, in the office of the clerk of each county in which a 
certificate of incorporation of a constituent corporation is filed and in 
the office of the clerk or register of each county of this state in which 
real property of a constituent corporation is situated. 

If such certificate contains a statement in conformity with para- 
graph (B) of subdivision four of section twelve, the amount of the 
consideration received by the new corporation for the issuance of 
such of its shares without par value as are distributed in place of 
previously issued and outstanding shares with par value of the con- 
stituent corporations, shall be deemed to be the amount of the par 
value of such previously issued and outstanding shares, or if the 
actual value of such shares be less than their par value the consider- 
ation may be stated to be their actual value. 
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The aggregate par value of the shares with a par value of the 
new corporation distributed in place of previously issued and out- 
standing shares of the constituent corporations shall not exceed the 
aggregate value of the properties, franchises and rights of such con- 
stituent corporations. 

Merger Procedure. — In those states which make statutory 
provision for mergers, with the exception of New York, the 
legal procedure is the same as that for consolidation. In New 
York, however, a separate procedure is prescribed for merging 
corporations which are controlled by 100^ stock ownership. 
The pertinent part of the statute is as follows : 

Sec. 85, Merger. 1. Any domestic stock corporation or any 
foreign stock corporation authorized to do business in this state own- 
ing all the stock of any other domestic stock corporation organized 
for, or engaged in business similar or incidental to that of the pos- 
sessor corporation, and any domestic stock corporation owning all the 
stock of any foreign stock corporation authorized to do business in 
this state and organized for, or engaged in business similar or inci- 
dental to that of the possessor corporation, may file in the office of the 
secretary of state a certificate of such ownership, in its name and 
under its corporate seal, signed by its president or a vice-president and 
its secretary or treasurer, and setting forth a copy of the resolution 
of its board of directors to merge such other corporation, and to 
assume all of its obligations, and the date of the adoption thereof. 
Thereupon all of the estate, property, rights, privileges and franchises 
of such other corporation, shall vest in and be held and enjoyed by 
such possessor corporation as fully and entirely and without change or 
diminution as the same were before held and enjoyed by such other 
corporation, and be managed and controlled by such possessor cor- 
poration, and, except as provided in subdivision three of this section, 
in its name, but subject to all liabilities and obligations of such other 
corporation and the rights of all creditors thereof. The possessor cor- 
poration shall not thereby acquire power to engage in any business or 
to exercise any right, privilege or franchise of a kind which it could 
not lawfully engage in or exercise under the provisions of the law by 
or pursuant to which such posffessor corporation is organized. 

2. The possessor corporation shall be deemed to have assumed all 
the liabilities and obligations of the merged corporation and shall be 
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liable in the same manner as if it had itself incurred such liabilities 
and obligations. 

3. If the possessor is a domestic corporation it may relinquish its 
corporate name and assume in place thereof the name of the merged 
corporation by including a provision to that effect in the resolution of 
merger adopted by the directors and set forth in the certificate of 
ownership, and upon the filing of such certificate the change of name 
shall be complete with the same force and effect and subject to the 
same conditions and consequences as if such change had been ac- 
complished by proceedings under the general corporation law. No 
corporation shall change its name under this section unless the name 
assumed contains some word or abbreviation clearly indicating that 
it is a corporation. 

4. Any bridge corporation may be merged under this section with 
any railroad corporation which shall have acquired the right by con- 
tract to run its cars over the bridge of such bridge corporation. 

5. If the possessor corporation is subject to the jurisdiction of 
the public service commission, the approval of the merger by such 
commission shall be endorsed on or annexed to the certificate of 
merger before filing. 

(As amended by ch. 649, L. 1925.) 

Form of Amalgamation Agreement.® — 

This agreement and article of consolidation made the 9th day of 
September in the year 1903, by and between Missouri-Edison Electric 
Co., acting under and by authority of its board of directors, and by 
the direction and with the assent of the owners of more than three- 
fifths of the capital stock of said corporation, party of the first part, 
and Union Electric Light & Power Co., acting under and by authority 
of its board of directors, and by the direction and with the assent of 
the owners of more than three-fifths of all the capital stock of said 
last-named corporation, party of the second part, witnesseth: 

Whereas Missouri-Edison Electric Co., said party of the first part 
is a corporation duly organized and existing under the laws of the 
State of Missouri for the purpose of manufacturing and supplying 
electricity and light, heat, and power for the use of the inhabitants of 
the city of St. Louis, Mo., and its environs and for the use of said city 
as appears more fully by its articles of incorporation now on file to 
which reference is hereby made, and, ^ 

®From Z7. S. Senate Document 92 , 70th Congress, 1st Session, Parts 33 and 
34, pp. 1171-1175. (Gov. Printing Office, Washington, 1932.) 
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Whereas Union Electric Light & Power Co., said party of the 
second part, is a corporation duly organized and existing under the 
laws of the State of Missouri for the purpose of manufacturing and 
supplying electricity and light, heat, and power for the use of the 
inhabitants of the city of St. Louis, Mo., and its environs, and for the 
use of said city, as appears by its articles of incorporation now on 
file, to which reference is hereby made, and, 

Whereas the parties hereto are both corporations organized and 
created solely for manufacturing purposes and their objects and busi- 
ness are in general of the same nature, and 

Whereas the parties hereto are desirous of amalgamating, uniting, 
and consolidating, upon the terms and conditions hereinafter set 
forth to form one consolidated corporation under the name and style 
of Union Electric Light & Power Co., in pursuance of the provisions 
of the Revised Statues of the State of Missouri of 1899, chapter 12, 
article 9, section 1334, holding and enjoying all of the rights, privi- 
leges, power, franchises, and property belonging to each of the 
parties hereto, and 

Whereas Missouri-Edison Electric Co. has issued preferred stock 
to the amount at par value of $2,000,000 and common stock to the 
amount at par value of $2,000,000, and 

Whereas Union Electric Light & Power Co. has issued preferred 
stock to the amount at par value of $2,000,000 and common stock to 
the amount at par value of $8,000,000, and 

Whereas the board of directors of each of the parties hereto and 
the owners of at least three-fifths of the capital stock of each of the 
parties hereto have authorized and assented to making of such con- 
solidation under the terms and conditions herein set forth ; 

Now, therefore, for the purpose of effecting such amalgamation, 
union, and consolidation and prescribing the terms and conditions 
thereof, Missouri-Edison Electric Co., party of the first part, and 
Union Electric Light & Power Co., party of the second part, do 
hereby, under their respective corporate seals, mutually agree and 
covenant as follows: 

First. The parties hereto hereby accept the provisions of article 9 
of chapter 12 of the Revised Statutes of the State of Missouri of 1899, 
and all supplements or amendments thereto. 

Second. Missouri-Edison Electric Co. and Union Electric Light & 
Power Co. shall be and they are hereby amalgamated, united, and 
consolidated into one corporation, under the name and style of Union 
Electric Light & Power Co. 
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Third. The business of the said Union Electric & Power Co. shall 
be conducted in the city of St. Louis, Mo., and its environs. 

Fourth. The amount of the capital stock of the said Union Elec- 
tric Light & Power Co. shall be $10,000,000, and shall be divided into 
100,000 shares of the par value of $100 each. . . . 

Fifth. The shares of the consolidated Union Electric Light & 
Power Co. issued in consideration of the acquisition by said consoli- 
dated company of all the property of whatsoever description of said 
Missouri-Edison Electric Co. and said Union Electric Light & Power 
Co. (as heretofore existing) shall be distributed as follows, namely, 
1 shjtre of stock of said consolidated company (10,000 shares in all) 
and $5 shall be exchanged and given for every 2 shares of the pre- 
ferred stock of said Missouri-Edison Electric Co. [etc.] 

Sixth. The names and places of residence of the said several 
shareholders of the said consolidated Union Electric Light & Power 
Co., and the number of share allotted to each under and pursuant to 
the terms of this agreement as appears from the stock books of said 
two companies and, therefore, subscribed by each, are as follow: . . . 

Seventh. That Union Electric Light & Power Co., as consolidated, 
shall hold and enjoy, and is hereby vested with all the rights, privi- 
leges, power, franchises, and property heretofore belonging to either 
or both of the parties hereto, and each of the parties hereto does 
hereby assign, grant, transfer, sell, and set over unto the said Union 
Electric Light & Power Co., as consolidated, all and singular its 
rights, privileges, power, franchises, and property of whatsoever 
nature and wheresoever situated. 

Eighth, The number of directors who shall manage the affairs 
of said Union Electric Light & Power Co. shall be 10. The names and 
post office addresses of the directors of the said Union Electric Light 
& Power Co. for the first year after consolidation are as follows: . . . 

Ninth. The term of existence of the said Union Electric Light & 
Power Co. shall be until May 20, 1952. 

Tenth. The object, purposes, and business of the said consolidated 
company shall be those of the said Missouri Electric Co. and the 
said Union Electric Light & Power Co. (as heretofore existing) or 
either of them, namely : To operate wires, tubes [etc.], to make with 
said city of St. Louis and its inhabitants and the inhabitants of its 
environs and all other persons, all contracts and agreements that may 
be necessary or convenient for any of the objects or purposes afore- 
said; to buy, sell, lease, mortgage, or rent any real or personal prop- 
erty necessary, proper, or convenient for said objects ; to accept, hold, 
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assign, sell, or mortgage, rent, purchase, or otherwise acquire, deal 
with, or dispose of all licenses, franchises, privileges, or rights, public 
or private, that may be essential, convenient, or proper for the ac- 
complishment of the objects and purposes aforesaid. 

All indebtedness of the consolidating corporations or of either of 
them shall be assumed and it hereby is assumed and shall be paid by 
the said Union Electric Light & Power Co. after such consolidation. 

In testimony whereof said parties of the first and second parts have 
caused this agreement to be executed in duplicate by their respective 
presidents and have caused these presents to be signed by each mem- 
ber of their respective boards of directors and have caused the* cor- 
porate seals of the respective corporations to be hereto affixed and 
these presents to be attested by their secretaries at said city of St. 
Louis, this 9th day of September, 1903. 

Missouri-Edison Electric Co., 

By 'y President 


Directors of Missouri-Edison Electric Co. 
Attest : Secretary of Missouri-Edison Electric Co. 

Union Electric Light k Power Co., 

By President 


Directors of Union Electric Light & Power Co. 

Attest: Secretary of Union Electric Light & Power Co. 

Transfer of Individual Assets — ^The acts necessary to 
transfer individual properties to the consolidated company will 
vary according to the laws of the various states. In New York 
all properties of amalgamated companies vest in the consoli- 
dated company automatically by operation of law, the follow- 
ing section of the New York Stock Corporation Law being 
particularly full in this respect: 

Sec. 89. Transfer of properties of constituent corporations 

TO CORPORATION FORMED BY CONSOLIDATION. Upon the filing of such 
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certificate of consolidation in. the office of the secretary of state all 
the rights, privileges, franchises and interests of each of the con- 
stituent corporations, and all the property, real, personal and mixed, 
and all the debts due on whatever account to either of them, as well as 
all stock subscriptions and other things in action belonging to either 
of them, shall be taken and deemed to be transferred to and vested in 
such new corporation, without further act or deed; and all claims, 
demands, property and every other interest shall be as effectually the 
property of the new corporation as they were of the constituent cor- 
porations, and the title to all real estate, taken by deed or otherwise, 
unddf the laws of this state, vested in either of such constituent cor- 
porations, shall not be deemed to revert or be in any way impaired 
by reason of the consolidation, but shall be vested in the new cor- 
poration. 

In many other states statutes do not provide for such complete 
transfers, and individual assets must be transferred in the 
manner prescribed by law. Real property is transferred by 
deed; personal property by assignment or bill of sale. Bank 
balances are transferred by check, and all negotiable papers 
must be indorsed over to the new company. Insurance policies, 
contracts, etc., must be properly assigned to the new company. 
Proper exchange of stock and other securities of the consoli- 
dated corporation, for stock and other securities of the con- 
stituents under the consolidation agreement, must be made. 
When all this has been done, the consolidation is complete. 

Sale of Total Assets. — ^By sale is meant transfer for a con- 
sideration, The consideration may be cash, securities, or cash 
and securities.® So defined, sale of the total assets of one 

® A theoretical distinction, which has found favor with some economists and 
in some cases with the courts, would preclude classing a sale for stock in the 
purchasing company as a sale. This distinction is based upon the contention that 
a sale implies a termination of the^ interest of one of the parties in the property 
which is transferred. A merger implies a union of interests in the property 
and therefore is something more than a sale. When stock of the purchasing 
corporation is distributed to the shareholders of the selling corporation, there is 
in effect a union of interests. The stockholders of the vendor retain an interest 
in the combined properties, and hence, in essence, there is a merger. However, 
clear distinctions are not made in legal definitions. The courts in general treat 
the specified transaction as a s^le of assetsfr-even though the effect is the same 
as that of a merger — -and confine the usage of merger to a consolidation under 
the statutes authorizing merger. In many cases the words merger, sate of 
assets, mid consolidation are used indiscriminately ; therefore it is impossible 
to attribute any definite usage to these words in legal parlance. 
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corporation to another corporation is a very common method 
of effecting consolidations. There are many reasons for pre- 
ferring it to amalgamation or merger. One company may be 

I so small that merging or amalgamating would be unduly 
S^ensTv^^ New England Telephone and Telegraph 

Company amalgamating with a $10,000 rural telephone com- 
pany. The companies may be organized under the laws of 
different states wi th no provision in the statutes f or merging 
or amalgamating with foreign corporations. The selling com- 
pany may desire to terminate its interest in the corporate 
properties and hence avoid an exchange of stock. [Statutoryl 
requirements for sale of assets may be more easily met than! 
those dealing with amalgamation and merger. Minority ob- 
struction to the consolidation may be more easily overcome, 
especially in cases where the selling corporation is insolvent.^ 

^ Distinction Between Sale of Assets and Merger. — Some 
writers use the terms sale of assets and merger to cover essen- 
tially the same thing. There are, however, some diflferences 
between the two in the eyes of the law, albeit the economic 
result may frequently be the same. When one corporation 
is merged into another, the absorbing corporation generally 
acquires the powers of the absorbed corporation in addition to 
the powers which it already possesses.® In a sale of assets, on 
the other hand, only title to the property is transferred, not 
the corporate powers possessed by the selling corporation. 
Another difference lies in the fact that if there is a merger, 
the selling corporation passes out of existence,® and becomes 
merged into the absorbing corporation. If assets are sold, the 
selling corporation may remain in existence as a legal entity, 
although in practice it usually dissolves. 

Legal Requirements for Sale of Total Assets. — In the ab- 
sence of express restrictions, business corporations have the 

^ Sale of assets may be used for purposes other than consolidation. Thus dt 
may be used as a means of reincorporation or of recapitalization. 

®In some cases, in Pennsylvania, a corporation with unlike powers can- 
not be merged without first divestifig itself of the unlike powers. C/. York 
Haven Water & Power Co. v. P. S. Com. of Pennsylvania, P. U. R. 1927 A, 809. 

® In some cases of merger under special acts of legislatures, the merged 
corporations were kept alive to permit creditors to enforce their claims. 
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implied power to convey any or all of their real or personal 
property. But quasi-public corporations must have legislative 
authority, since such sale would disable them from performing 
their public duties. In the case of such companies, each sepa- 
rate consolidation is usually subject to approval of a designated 
commission or public officer. 

With respect to stockholder authorization, however, the 
requirements for sale of total assets are usually the same as for 
amalgamation or merger except in the cases of financially 
embarrassed corporations. In the absence of statutory or 
charter provisions, by weight of authority, unanimous consent 
of the holders of the outstanding stock is required. Statutes 
of nearly half of the states make provision for sale of the total 
assets of a corporation by less than unanimous consent. 
Usually, the percentage of stock required for approval is the 
same for sale of total assets as for amalgamation or merger. 
The most common requirement is 66%%, although the re- 
quirements range from a bare majority to 100%. Financially 
embarrassed corporations may sell their entire assets with the 
approval of a mere majority of the stockholders. 

The purchasing company requires neither statutory nor 
stockholder authorization to acquire the assets of another 
company. 

Procedure for Sale of Total Assets.— The procedure for 
selling the total assets of a corporation is very similar to that 
for amalgamating two or more corporations. The directors of 
the two corporations agree upon the terms and conditions of 
the proposed sale. The officers of the selling corporation then 
call a stockholders’ meeting at which the stockholders are given 
an opportunity to discuss and vote upon the proposal. If the 
holders of the required amount of stock consent to the terms 
of the sale, a written agreement is executed, and the individual 
assets are transferred in the manner prescribed by law. After 
the assets have been transferred, the selling corporation ordi- 
narily distributes the proceeds of the sale to its security holders 
and dissolves ; but in some cases the corporations have been kept 
alive. Thus Adams Express Company (a joint stock associa- 
tion) continued in existence as ^n investment trust. 
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The following extract from the minutes of a meeting of 
the Board of Directors of St Paul and Kansas City Short 
Line Railroad Company held February 9, 1932, illustrates the 
general procedure : 

The following resolution was then unanimously adopted : 

Resolved. That, subject to the assent and approval of the stock- 
holders of this Company, and subject to the approval of the Inter- 
state Commerce Commission, this Company sell and convey to the 
Chicago, Rock Island and Pacific Railway Company its entire railway 
and other property and franchises of every kind and nature; th^ con- 
sideration for such sale to be the assumption by said Chicago, Rock 
Island and Pacific Railway Company of the entire funded and other in- 
debtedness and obligations of this Company as of the date of consum- 
mation of said sale, and such other or additional consideration as may 
be agreed upon with said Chicago, Rock Island and Pacific Railway 
Company and approved by the Interstate Commerce Commission : and, 
upon approval of said sale and conveyance by the stockholders of this 
Company and by the Interstate Commerce Commission, the proper 
officers of the Company be and they hereby are authorized and 
directed to execute and deliver to the Chicago, Rock Island and 
Pacific Railway Company a deed of conveyance to said properties. 

The sale and conveyance hereby authorized are subject to the lien 
of the First Mortgage of St. Paul and Kansas City Short Line Rail- 
road Company to Bankers Trust Company, as Trustee, dated Febru- 
ary 23, 1911, securing the issue of 4j4% First Mortgage Gold Bonds, 
due February 1, 1941, authorized to be issued to the aggregate face 
amount of $30,000,000, of which $16,520,635 have been issued and are 
now outstanding. 

Resolved. That a special meeting of the stockholders of the Com- 
pany be called to be held at the principal office of the Company in the 
City of Des Moines, Iowa, at 11 o’clock in the forenoon, on the 22nd 
day of April, 1932, for the purpose of considering the sale and con- 
veyance of this Company’s properties as aforesaid; and the proper 
officers of the Company are authorized to give due notice of said 
meeting, by mail and by publication, as required by the by-laws and by 
any provisions of law applicable thereto. 

Resolved, That, upon the assent and approval by the stockholders 
of the sale and conveyance hereby authorized, J. E. Gorman, Presi- 

Interstate Commerce Commission, Finance Docket 9410. Application of 
Chicago, Rock Island and Pacific Railway Co., et oU., May 17, 1932. 
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dent, or Marcus L. Bell, Vice President, of this Company, or either of 
them is hereby authorized to prepare, sign, verify and file with the 
Interstate Commerce Commission, an application, on behalf of this 
Company, either separately or jointly with the Chicago, Rock Island 
and Pacific Railway Company, for an order approving the sale and 
conveyance of the railway and other properties of this Company to 
the Chicago, Rock Island and Pacific Railway Company, upon the 
terms and condiHons herein authorized, or upon such other terms 
and conditions as shall be approved by the Commission ; and to make 
like application to any other commission or commissions, or other 
governmental bodies, whose approval may be deemed necessary ; and 
to execute and deliver, file and record all such documents, deeds, in- 
struments, conveyances and certificates as may be necessary or 
requisite in the premises. 

Agreement for Sale of Assets.^^ — 

The Electric Co. of Missouri, 

Webster Groves, Mo. 

Dear Sirs : The undersigned hereby submits to your company a 
proposition to purchase all of its property, real and personal, and all 
of its assets of whatsoever kind, together with all of its contracts, 
rights, franchises, privileges, immunities, and book accounts, and to 
deliver to you or your nominees in consideration therefor securities 
of this company as follows: 

Principal amount of bonds issued under refunding and extension 
mortgage of Union Electric Light & Power Co. to Bankers 
Trust Co. and Breckinridge Jones, as trustee, dated May 1, 1908, 


and indenture supplemental thereto, dated Jan. — , 1917 $1,600,000 

Par value of 7% noncumulative preferred capital stock 1,000,000 

Par value of common capital stock. 600,000 


The sale here contemplated does not, however, include the stock 
held by the Electric Co. of Missouri in the Union Electric Light 8z 
Power Co., which it acquired in exchange for stock of the Perry 
County Public Utilities Co. upon the consolidation. 

The Electric Co. of Missouri is to discharge and cancel the bonded 
indebtedness, secured by mortgage given to trustee, dated February 
1, 1913, but all other liabilities of the Electric Co. of Missouri are to 
be assumed and paid by the Union Electric Light & Power Co. as 
part of the purchase price for said assets. 

^ U. S. SerMte Document 92, 70th Congress, 1st Session, Parts 33 and 34, 
p. 1196. (Government Printing Ofiice, Washington, 1932.) 

■ ' ■ ' t ' ■ '■ ' ■ ■ ■ , 
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It is expressly provided that the foregoing proposal is made as a 
unit and an entirety, and is not severable in any respect, and is made 
subject to the approval of the Public Service Commission of Missouri. 

This proposal shall remain open to acceptance for a period of 60 
days from the date hereof. 

Union Electric Light & Power Co., 


Accepted. 


By Vice President. 

The Electric Co. of Missouri, 

% 


By, , Vice President. 

Deed Conveying Total Assets of a Corporation.^^ — 

This indenture, made and entered into this 5th day of December, 
1907, by and between the Laclede Power Co. of St. Louis, a corpora- 
tion organized and existing under and by virtue of the laws of the 
State of Missouri, party of the first part, and the Union Electric 
Light & Power Co., a corporation organized and existing under and 
by virtue of the laws of the State of Missouri, party of the second 
part, witnesseth : 

That the said party of the first part, in consideration of the sum 
of one dollar ($ 1 ) and other valuable considerations to it paid by the 
party of the second part, the receipt of which is hereby acknowledged, 
does by these presents grant, bargain, and sell, convey, and confirm, 
unto the party of the second part, its successors and assigns, the 
following described lots, tracts, or parcels of land, lying, being, and 
situated in the city of St. Louis and State of Missouri, to wit: 

Section One: Lots 2, 3, and 4, of block 226 of the said city of 
St. Louis, and part of lot 1 of said block 226, described as follows: . . . 
[Here follows a long series of technical descriptions of parcels of real 
estate owned by the corporation.'] 

To have and to hold the premises aforesaid, with all and singular 
the rights, privileges, appurtenances, immunities, and improvements 
thereto belonging, or in anywise appertaining, unto the said party of 
the second part, and unto its successors and assigns forever ; the said 
party of the first part hereby covenanting that it will warrant and 
defend the title to the premises firstly, secondly, and fourthly above 

U. S. Senate Document 92, 70th Congress, 1st Session, Parts 33 and 34, 
pp. 1194-1195. (Government Printing Office, Washington, 1932.) 
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described unto the said party of the second part and unto its succes- 
sors and assigns forever against the lawful claims and demands of all 
persons whomsoever. 

And in consideration aforesaid, the party of the first part does 
hereby sell, assign, transfer, convey, and confirm unto the said party 
of the second part, its successors and assigns, each and every article 
and thing now owned and possessed by it of any nature whatever and 
wherever situated; each and every contract it now has with persons 
and corporation in the city of St. Louis, Mo., for the use of electrical 
energy for any and every purpose; each and every account, bills re- 
ceivafile, and choses in action it now has against any person or cor- 
poration whomsoever, and the right to sue thereon; all moneys on 
hand and that may be due the party of the first part from any person 
or source whatever; all rents, profits, inventions, patents, rights, 
licenses, and franchises of every kind, name, and nature now owned 
by the party of the first part, the party of the first part intending and 
meaning hereby to convey absolutely unto the said party of the second 
part not only the real estate hereinabove described and all the right, 
title, and interest of the party of the first part therein, but as well all 
the other property, rights, and assets of the party of the first part of 
every kind whatsoever now held and owned by it in, or in connection 
with, its business of generating and supplying electric light and power 
or otherwise, and all contracts therefor, and all accounts, bills receiv- 
able, and choses in action thereunder or arising from any source, and 
all moneys on hand or to become due the party of the first part, and 
all rents, profits, inventions, patents, licenses, franchises, and privi- 
leges of every kind now owned by the party of the first part, as fully 
and to the same effect as if the same were herein specifically desig- 
nated and described. 

In witness whereof, the said party of the first part has caused these 
presents to be executed in its behalf by its president and its corporate 
seal to be hereto affixed, attested by its secretary, the day and year 
first above written. 

The Laclede Power Co. of St. Louis. 

(Seal) By E. V. Matlack, President. 

Attest: 

Horace W. Beck, Secretary. 

Rights of Creditors upon Amalgamation or Merger.— 
Since amalgamation and merger ordinarily work the dissolu- 
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tion of the amalgamated or merged corporations under the 
statutes which authorize the procedure, such statutes usually 
make provision for the creditors of the absorbed companies. 
Thus the New York Stock Corporation Law provides : 

Sec. 90. Rights of creditors of consolidated corporations. The 
rights of creditors of any corporation that shall be consolidated shall 
not in any manner be impaired, nor shall any liability or obligation 
due or to become due, or any claim or demand for any cause existing 
against any such corporation or against any stockholder thereof be 
released or impaired by any such consolidation; but such new cofpora- 
tion shall be deemed to have assumed and shall be liable for all liabili- 
ties and obligations of each of the corporations consolidated in the 
same manner as if such new corporation had itself incurred such 
liabilities or obligations. The stockholders of the respective corpora- 
tions consolidated shall continue subject to all the liabilities, claims 
and demands existing against them as such, at or before the consoli- 
dation ; and no action or proceeding then pending before any court or 
tribunal in which any corporation that may be consolidated is a party, 
or in which any such stockholder is a party, shall abate or be dis- 
continued by reason of such consolidation, but may be prosecuted to 
final judgment, as though no consolidation had been entered into ; or 
such new corporation may be substituted as a party in place of any 
corporation so consolidated, by order of the court in which such action 
or proceeding may be pending. 

Because the statutes vary, no general rule can be laid down 
that will apply to all cases. However, generally, the creditors 
of the absorbed companies become creditors of the consoli- 
dated company; but under some circumstances constituent 
corporations are continued in existence for the purpose of 
enforcing the claims of creditors. In the latter case any claims 
proved against the constituent are paid from property of the 
constituent, which is now in the hands of the consolidated 
company. 

In the absence of statutory provision for creditors, it has 
been held that the consolidated company is liable for the obli- 
gations of the constituent companies. Further, the prevailing 
view in such cases is that the liability of the consolidated 
company is not limited to the amount of the property received. 
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Under these rulings the creditor can bring suit directly against 
the consolidated corporation. However, this is not his only 
remedy; he may follow the property into the hands of the 
consolidated company and subject it in equity to the payment 
of his claims. This right exists even though the articles of 
amalgamation or merger expressly provide to the contrary. 
However, in the absence of fraud, any lien placed upon the 
property by the consolidated company will take precedence 
over unsecured claims of creditors of the absorbed company 
or companies. This right of the consolidated company to place 
valid liens upon the property follows from the fact that it has 
succeeded to all of the rights of the constituents, among which 
is the right to mortgage the property. It should also be added 
that the property must be identified if it is to be followed. For 
certain classes of property, identification is a minor problem; 
but after a lapse of a few years, it may be impossible to 
identify considerable amounts of personal property or its 
proceeds. 

From the foregoing discussion it is seen that there are 
four distinct factors affecting the position of the creditors of 
absorbed companies: (1) the consolidated company is liable, 
(2) the liens upon specific properties are preserved, (3) the 
creditors have the right to follow the property of the absorbed 
company and have it applied, in equity, to the satisfaction of 
their debts, and (4) subsequent liens placed upon the property 
by the consolidated company rank ahead of unsecured claims 
of constituents. 


Position of Creditors on Sale of Total Assets -The legal 

relations of creditors of the purchasing corporation to the 
corporation are not disturbed by the purchase of another busi- 
ness, albeit the value of their claims may be affected favorably 
by a wise, or unfavorably by an unwise, purchase. 

On the other hand, the position of creditors of the selling 
corporation may be considerably changed. Their position may 
be considered under three sets of conditions: (1) when obli- 
gations have been expressly or impliedly assumed by the pur- 
chasing corporation, (2) when statutes or charters provide for 
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automatic assumption, and (3) when no expressed or implied 
assumption exists. 

1. When a purchasing corporation has expressly assumed 
the debts of the selling corporation, creditors of the selling 
corporation can recover at law from the purchasing corpora- 
tion, even though they have not assented to the change. 
Further, in case of insolvency of the purchasing corporation, 
general creditors whose debts have been assumed have a pre- 
ferred claim against the purchased property unless they have 
released the original debtor. Their claim ranks ahead ol.the 
claims of other general creditors of the purchasing corporation. 

2. When statutes or the charter, authorizing a corporation 
to acquire the property and franchises of another corporation, 
expressly provide that the purchasing corporation shall be 
liable for the debts of the selling corporation, such debts are 

I automatically assumed at the time of purchase. 

3. When a purchasing company does not expressly or 
impliedly assume the debts of the selling corporation, a number 
of situations may arise. The general rule is that a corporation 
Which has succeeded, by a valid purchase and transfer,, to the 
assets of another corporation, is not liable for the general debts 
of the other corporation. However, the creditors can proceed 
against the selling corporation; or, if the consideration has 
been paid directly to the stockholders, they may recover from 
stockholders who had knowledge of the unsatisfied claims. 

If specific recorded liens or mortgages lie against the prop- 
erty, the purchasing corporation takes the property subject to 
the liens or mortgages, even though it be a bona fide purchase 
for value without actual notice of the incumbrance. The fact 
that the liens are recorded furnishes sufficient legal notice. 

These rules cover ordinary situations. However, when the 
or when it results in a mere continuation 
of the old company under a new name, creditors may follow 
secure equitable relief. 

Suggested Method of Limiting Liability of Purchaser. — 
Because the law is not clear in many jurisdictions, concerning 
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what constitutes a valid sale releasing the purchasing corpora- 
tion from liability for the selling corporation's debts, the 
following procedure is suggested as a means of obviating 
liability. 

The procedure is simply this: Fix as one of the terms 
of the purchase agreement the requirement that the selling 
corporation forthwith dissolve. In the dissolution proceedings 
the rights of all creditors would be protected. 

.^fter-Acquired Property Clauses. — Ordinarily an after- 
acquired property clause covers only such property as is 
acquired by the mortgagor corporation itself subsequent to 
the execution of the mortgage. However, statutes or the 
contract of consolidation itself may provide that a consolidated 
or purchasing corporation must assume the obligations of the 
mortgage. In such cases the after-acquired property clause 
continues to operate against property acquired by the hew 
corporate owner. In absence of direct contract or statutory 
stipulations, however, amalgamation terminates the operation 
of after-acquired property clauses of constituent companies; 
merger terminates the operation of after-acquired property 
clauses of the merged, but not of the merging, corporation; 
and purchase of total assets terminates the operation (with 
respect to the property purchased) of the after-acquired 
property clauses of the selling, but not of the purchasing, 
corporation. 

It is customary for consolidated companies to close the 
mortgages of constituent companies and to make further 
issues of bonds under a new consolidated mortgage, even 
though the old mortgages permit financing by a successor. 
This practice is followed because securities can be sold on a 
lower yield basis if they are brought out in sizeable issues and 
are secured by large, diversified properties. In some cases,* the 
opportunity of securing a less restrictive mortgage covenant 
is also a factor in causing the closing of the mortgages of 
constituents. Indeed, some amalgamations have been promoted 
primarily for the purpose of closing the mortgages of impor- 
tant constituent companies. 
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Disposal of Assets Not Entering the Consolidation. — 
Since the constituents in an amalgamation and the merged 
corporations in a merger ordinarily go out of existence when 
the consolidation takes place, it is necessary to provide some 
legal device for the holding and liquidation of any assets which 
are not to be conveyed to the consolidated company. Two 
devices are commonly used: (1) the trust and (2) the cor- 
poration. (1) If the process of liquidating the assets promises 
to be involved, the Massachusetts trust is to be preferred to 
the simple trust. The superiority of the Massachusetts ^trust 
over the simple trust lies in the fact that it gives more flexi- 
bility in meeting the problems of a long period of liquidation. 
This type of organization is formed by setting up (by means 
of a deed of trust) a business estate under th^ management of 
a board of trustees. The beneficial ownership of the trust 
estate is evidenced by participation certificates. (2) Use of 
the corporation involves merely the organizing of a new com- 
pany to which the old company conveys the assets that are to 
be segregated prior to the consolidation. The procedure is 
aptly illustrated by the following quotation 

Pro-phy-lac-tic Brush Co, — To Vote on Reorganization . — 

A special meeting of stockholders has been called for Feb. 19 to 
approve a reorganization entered into with the Lambert Co. The 
agreement contemplates the transfer to P. B. Corp., a Delaware cor- 
poration formed by Pro-phy-lac-tic, of certain cash and miscellaneous 
assets of Pro-phy-lac-tic in exchange for all the capital stock of 
P. B. Corp., viz., 10,000 shares of no par common stock, and the 
assumption of certain liabilities, and the distribution of the 10,000 
shares of common stock of P. B. Corp. pro rata among the holders of 
Pro-phy-lac-tic common stock. 

It is expected the value of the assets to be transferred to the 
P. B. Corp. will be about $5 a share on Pro-phy-lac-tic common. The 
policy of the P. B. Corp., the management of which will be substan- 
tially identical with Pro-phy-lac-tic, will be to make in the near future 
a substantial distribution in cash to stockholders, and from time to 
time thereafter to make additional liquidating distributions in cash as 
the assets to be transferred are gradually disposed of. 

Commercial and Financial Chronicle, Y oh 130, p. 1127, February IS, 1930. 
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Some of these assets, it is expected, can be liquidated within a 
comparatively short time; others wilT require a longer period. 

The question may be raised, ^‘Why not transfer the assets 
to the consolidated corporation and leave the miscellaneous 
assets in the hands of the old company?’’ The answer is that 
this method is available only in case the consolidation is to be 
efifected by a sale of assets since the absorbed corporations are 
automatically dissolved in cases of merger or amalgamation. 
Thus such a procedure is limited to the restricted number of 
situations in which the sale of assets method is superior to 
other methods; and since the cost of segregating assets is 
usually a minor consideration in choosing between sale of 
assets on the one side and amalgamation or merger on the 
other, segregation becomes a secondary problem to be solved 
after the method of consolidation has been chosen. Segre- 
gation is used ordinarily for two purposes: (1) elimination of 
undesirable assets and (2) to even up the relative positions 
of different companies entering into the consolidation. Assets 
ordinarily prove undesirable either because they are valuable 
only in a branch of production that the consolidated company 
does not intend to pursue or because they are unsound. Lack 
of soundness is an especially common cause of segregating 
assets in bank consolidations. Evening up of relative positions 
is usually accomplished by a cash distribution to stockholders 
before the consolidation plan is put into effect. However, if 
cash cannot be spared, other assets may be withdrawn and 
held for the benefit of the stockholders of the constituent 
company. 
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CHAPTER 19 

NEGOTIATING THE CONSOLIDATION 

Legal procedures and detail are only a means to an end. 
The ultimate goal is to set up the new economic unit under a 
singly financial structure. It is this latter problem that gives 
rise to the greatest difficulties in promoting consolidations. 
Setting up a single financial structure and bringing several 
constituents under it are difficult, primarily because they in- 
volve complicated valuation problems. The financial structure 
consists of securities and claims which evidence interests in the 
property. The securities and claims are stated in terms of 
values and are compared from time to time in terms of values. 
Therefore, the problem is essentially one of assigning values to 
corporate resources. Such values are important for two rea- 
sons : ( 1 ) they provide the basis for issuing securities, and 
(2) they provide the basis for allotting the securities finally 
among the security holders of constituent companies. This 
chapter deals with the economics of the valuation process and 
the problems that arise in allotting securities to the various 
parties to the consolidation. 

Methods of Valuing Industrials. — ^There are three com- 
mon approaches to the valuation of industrial corporations. 
These approaches may be designated as the asset, the earnings, 
and the market value of securities approaches. Fundamentally 
they are all ultimately grounded in earning power, but as 
valuation techniques they proceed along different routes. 
Hence, each approach is discussed in detail. 

The Asset Approach — ^The asset approach for valuing 
going concerns is a common one among accountants. It 
proceeds by valuing tangible assets and good will as separate 
groups and then summing the two groups. 

The steps in this method may be listed as follows: 
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1. Find the value of tangible assets less current liabilities. 

2. Estimate the average future earnings. 

3. Detelrmine a normal rate of return on net tangible assets. 

4. Find the amount of normal return on net tangible assets. 

5. Deduct the amount of normal return on net tangible iassets 

from the estimated earnings. 

6. Capitalize the remaining or excess earnings to determine 

the value of the intangibles. 

7. Sum the figures for net tangibles and intangibles. 


Example 

Net tangible assets $100,000 

Normal rate of return 7 % 

Normal amount of return $7,000 

Average future annual earnings $20,000 

Less normal return on tangible assets 7,000 

Excess earnings $13,000 

Rate for capitalizing intangibles 26% 

. Value of intangibles $50,000 

Add net tangible assets . 100,000 

Total value of going concern . $150,000 


It is to be noted that the results of this method, despite the 
rigidity of the figures, are speculative and approximate at best. 
Asset values, future earnings, and rates of return and of capi- 
talization are but estimates which may or may not materialize. 
|A brief breakdown of the difficulties attending this process 
will demonstrate the point. However, in classifying the assets, 
it will be well to divide net tangible assets into two classes : 
Namely, (1) current assets and (2) fixed assets, and to sub- 
stitute the term ‘'intangibles’’ (as was done in the example) 
for the term ‘^good will.” The latter change is made because 
f the process for determining the value of good will actually 
finds the aggregate value of all intangibles including such or- 
ganization and management resources as are not compensated 
for in operating expenses. 

Current Assets. — Current assets (working capital) can be 
valued with little difficulty. These assets consist of cash, 
receivables, inyentories, and similar items that can be converted 
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into cash within a year. The cash item can be taken at its face 
value if deposits are in a sound bank; the collectible value of 
accounts and notes receivable can be determined with satis- 
factory approximation by a brief survey ; and marketable 
securities, finished goods, and raw materials can be appraised 
in terms of existing markets. Only goods in process, thinly 
traded securities, and similar items for which there are no 
dependable markets olfer objectionable difficulties. But since 
these are usually valued in terms of a going enterprise, even 
they" can be appraised with ample exactness for the con- 
solidation process. 

Fixed Assets. — ^The distinguishing characteristic of fixed 
assets is that they are consumed in producing other goods 
rather than consumed directly. They are made and wanted 
because of their ability to produce other goods. Their value 
is, therefore, determined by the amount that they will con- 
tribute to the value of other goods over their productive life. 

I Strictly speaking, the values that they will contribute at differ- 
ent periods during their lives are discounted to find their 
present worth. That is, the product of capital instruments 
should be sufficient to pay for capital destroyed in the produc- 
tive .process and to pay interest on capital during the period in 
which it is locked up. It is well to dwell upon the fact that the 
value of capital instruments is to be found in their future 
product because much false reasoning has centered around this 
point in recent years. In numerous cases public utility engi- 
neers have testified that properties should be valued at 85% 
or 90% of their cost of reproduction new because they were 
rendering current service at that standard of engineering 
efficiency. It takes little intelligence to see that a.n asset that 
will produce a given annual output for five years is worth less 
than an asset that will produce the same annual output for ten 
years, but nevertheless this spurious doctrine of valuation has 
had great persistence. 

The theory of valuation itself is relatively simple. It is in 
applying the theory that one meets difficulties. Future output, 
sales prices, and costs are, at best, speculations. In addition, 


NEGOTIATING THE CONSOLIDATION 


309 


it is difficult to say what part of the value added to raw mate- 
rials in the manufacturing process is attributable to fixed 
assets, to working capital, to management, and to innumerable 
intangible elements, since no element is operating without aid 
of the others. In practical procedures rough methods are 
common. Thus in valuing fixed assets, reproduction costs, 
standard depreciation rates, and so-called normal rates of re- 
turn may be used to obtain approximate results. The theory 
is that no individual asset is worth more than the cost to 
reproduce it. In the case of freely and immediately repro- 
ducible assets this is true. But in the case of assets that can 
be completed only after the lapse of a considerable period of 
time a scarcity may temporarily raise values above the repro- 
duction cost point. With this qualification, it may be said that 
reproduction cost sets the upper limit to the value of capital 
instruments. Below this limit, value will be set by earning 
capacity or productivity. Thus, if an asset is earning a normal 
return on its investment, it is valued at reproduction cost 
diminished by an amount based on the expired portion of its 
productive life. If it is earning less than a normal return, it is 
valued at the present worth of the future incomes over its 
unexpired life, discounted at the normal rate of return. 

Intangible Assets. — Intangible assets include. a vast num- 
ber of factors which defy exact valuation. Organization, rou- 
tine procedures, machinery for executive control, advantages 
forged by costly experience, continuing managerial ability 
made permanent through the understudy system, trained 
forces of technical operatives, favorable employee relation- 
ships, systems of accounting and statistical control, compara- 
tive standards for measuring efficiency, trade agreements, 
favorable contracts for purchasing materials and supplies, 
established connections, customer good will based on repu- 
tation for fair dealings, quality, punctuality of shipment, 
solvency, advertising and trademarks, patents, intrenchment 
against competition through strong resources, standardized 
output, strong financial and banking connections, strong credit 
and collection policies, forecasting techniques, and a large 
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variety of other factors may contribute substantially to earning 
power and hence be valuable. 

It is at this point that the asset approach to valuation breaks 
down completely. The conventional method of valuing intan- 
gibles is to capitalize excess earnings as stated earlier in the 
chapter. The only advantage in separating excess earnings and 
capitalizing them separately rather than capitalizing the earn- 
ings of the enterprise as a whole at the start, lies in the fact 
that the interest rate may be more accurately determined if the 
assets are broken down into the various groups. That is, a 
breaking down of the intangible assets may tend to prevent 
the setting of too high or too low a rate of capitalization by 
causing greater study of the facts. It is doubtful, however, if 
results are much more accurate than those obtained by merely 
capitalizing total earnings. Some intangibles are more durable 
than fixed assets, others less so. Super-earnings are scarcely 
traceable to individual intangibles, nor is the duration of indi- 
vidual components of super-earnings predictable. Although 
past earnings afford some clue to the future, they are not 
entirely dependable. It is probable that valuations obtained by 
capitalizing earnings as a whole are quite as accurate as those 
obtained by mixing asset and super-earnings appraisals. Cer- 
tainly the direct earnings approach is less roundabout. 

Earnings Approach. — ^Valuation of a going concern by the 
earnings approach method involves estimating average future 
earnings and then capitalizing them at a suitable rate. Thus a 
business with estimated , average future earnings of $200,000 
would be valued at $1,000,000 if 20% were a fair return on 
capital ventured in that enterprise. Like the asset method, 
however, this method gives speculative values. The estimate of 
future earnings is speculative at best, and the determination 
of an interest rate applicable to the enterprise is scarcely a 
more exact process. Earnings are estimated primarily by pro- 
jecting past experience into the future and then modifying the 
result to conform with probable changes in conditions. Rates 
of return are found by examining the past rates of capitaliza- 
tion for the industry as ascertained by comparing earnings 



NEGOTIATING THE CONSOLIDATION 


31 1 

and stock exchange quotations over considerable periods. The 
rates thus obtained are then modified to reflect probable future 
changes. Thus in the above illustration, the average price of 
securities sold on the exchange (as indicated by stock exchange 
quotations) multiplied by the amount outstanding would give 
an aggregate market value of $1,000,000. By dividing this 
$1,000,000 into the average earnings of $200,000, it is found 
that the market capitalized the earnings at a 20% rate. The 
market rate is determined by the attitude of the investing 
public. The size of the interest rate varies according to the 
risk of loss of capital, the social standing of the industry, the 
susceptibility of the industry to seasonal and cyclical vari- 
ations, the amount of capital involved, the technical knowledge 
necessary to understand the industry’s activities, and a thou- 
sand and one preferences and prejudices in the tastes of 
investors.,) These determine how much the investor will pay 
for the securities, or, in other words, the amount of yield he 
will demand. To a certain extent the valuation process can use 
current rates of capitalization; but for the securities to stand 
up in market value over the long run, long-term rates must be 
used in setting up the financial structure. 

I Despite its obvious limitations, the earnings method of 
/valuation is the most satisfactory and hence the most common 
method used in this country. Since the asset method ultimately 
involves the capitalization of earnings to find the value of 
certain groups of assets, it is quite logical to shorten the 
calculations by valuing the whole business on a basis of 
earnings. The more imposing arrays of figures obtained by 
the asset approach cannot be said to give greater accuracy to 
the final result. But frequently both approaches will be paraded 
before the security holders of constituent companies, not be- 
cause they give greater accuracy, but because some security 
holders can be persuaded to approve the consolidation if the 
asset approach is emphasized, and others if the earnings ap- 
proach is stressed. It should always be borne in mind that 
the schedules submitted to the general public are merely propa- 
ganda to facilitate consummation of a predetermined plan, 
and very seldom do they contain all of the vital factors that 
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entered into the final set-up. Thus in the ill-fated plan for 
merging Youngstown Sheet and Tube Company into the Beth- 
lehem Steel Corporation, the data submitted to the public were 
frankly to show that the plan was fair to the Youngstown 
company — -in other words, to put over a policy rather than to 
demonstrate a scientific basis of valuation. For the most part, 
public plans are dressed up to get the desired support, and a 
moderately intelligent group of corporate officials can make 
the plans look very scientific and fair. Hence, it is necessary 
to get behind the scenes to know what is actually being done. 

Market Value of Securities Approach. — ^The market value 
of securities approach proceeds in accordance with current 
market values. Securities of the consolidated company are 
exchanged on the basis of the existing market values of the 
securities of the constituent companies. The financial plan is 
so drawn that the probable market price of the new shares will 
be at a particular level. For example, the average market price 
for the past month of Co. A's shares has been $20, for Co. B, 
$30. The new company formed from the two could issue one 
share for each share of Co. A stock and one and one-half 
shares for each share of Co. B stock. If higher priced shares 
were desired, the new company could issue one share for each 
three shares of Co. A stock and one share for each two shares 
af Co. B stock. If the same market conditions prevailed after 
the market had digested the securities of the new company, the 
shares would sell for about $60. 

It is noteworthy that this approach is similar to the earn- 
ings approach in that the earnings approach utilized piarket 
values in determining rates of capitalization. It differs from 
the earnings approach primarily in that it ordinarily uses a 
short-term period of prices. Indeed it would be very difficult 
to use the market value approach on a long-term basis because 
the amounts of securities outstanding and the amounts of 
earnings vary greatly over long periods. This factor of vari- 
ation is the chief weakness of this approach. It is not desirable 
to base financial plans and security exchanges on short-term 
relationships since such relationships may be distorted seriously 
for temporary periods. 
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This method finds greatest vogue in cases of merger, where 
shares of an established nucleus company are exchanged for 
those of companies to be merged. Dr. Findley Weaver found 
this to be the chief method of consolidation used in the petro- 
leum industry. He summarizes his investigations as follows 

A statistical analysis shows that the actual basis according to 
which common stock was distributed was the market value of the 
stock of the companies participating in the consolidation without 
reference to their assets or earnings. Further study reveals that those 
who held stock of companies which were acquired to form a part* of a 
larger organization generally received stock of a higher total market 
value than they held before while the stockholders of the larger com- 
panies received stock with the same or a smaller total market value. 

The Bargaining Element. — ^Whatever may be fed to the 
public and whatever may seem to be the scientific basis of a 
consolidation plan, an actual plan is the result of a bargaining 
process in which scientific principles and valuations are but a 
few of the pawns. As Mr, William R. Basset puts the matter 
in a most charming yet unexaggerated way,^ ‘^it is foolish 
to assume that bargaining is a lost knack in commerce and 
finance. Compared with a man jockeying to get the best price 
for his business from a merger, David Harum was little more 
than the village idiot and his much vaunted boss trading ability 
as open and naive as a child’s request for a penny for candy.” 
Only one who has been through such negotiations can realize 
the weight that bargaining factors carry in determining the 
final plan. These factors will vary according to the circum- 
stances of the individual case, but certain factors are of 
sufficiently frequent occurrence to warrant being taken up at 
this point. These factors are : control, cash position, manage- 
ment, competitive position, and market control of securities. 
They will be taken up in turn. 

Control. — Control of a corporation has two aspects : ( 1 ) 
officers and directors temporarily in the saddle and (2) voting 

^Weaver, F., Recent Consolidations in the Petroleum Industry, a Study of 
Causes and Financial Results, An Abstract of a Thesis, Univ, of Illinois, 1931. 

* Operating Aspects of Industrial Mergers, Harper & Bros., New York, 1930, 
p. 108. 
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share control. Officers and directors are, of course, in a 
strategic position during their period of office. Since each 
method of consolidation by direct ownership of properties 
requires the negotiation of an agreement between the repre- 
sentatives of the respective corporations and ratification of 
this by the stockholders, the directors and officers are in an 
excellent position to facilitate or block proceedings. They can- 
not permanently thwart the will of the majority of stock- 
holders, but duting the period of their incumbency they are in 
control of the corporation. If they are opposed to a course of 
action that the stockholders favor, two courses ordinarily re- 
main open; namely, the stockholders may wait until the next 
election and turn the directors out, or increase the board of 
directors until the opposing directors are in the minority. If 
immediate action is desirable, the latter course must be chosen. 
Thus E. L. Cord defeated a consolidation plan of Aviation 
Corporation of Delaware by moving to have stockholders 
increase the directorate from 35 to 68. 

Voting share control is ordinarily represented in one of 
three ways: (1) support of an outright majority of shares, 
(2) domination of a voting trust representing voting con- 
trol, or (3) control through classified voting stock.\ Control 
through classified stock is usually obtained either by disen- 
franchising a large amount of stock or by conferring excep- 
tional voting privileges upon a special class of stock. For 
example, 1,167,773 shares of class B stock of Utilities Power 
& Light Corporation had sole voting power in a capitalization 
with more than 5,000,000 shares outstanding on December 31, 
1932 ; at the same time the Doherty interests controlled Cities 
Service Company through 1,000,000 shares of $1 par value 
preferred stock having voting power equivalent to 20,000,000 
shares of common. The voting trust is usually resorted to, to 
prevent other interests from dislodging the existing man- 
agement. In 1927 a number of Connecticut public utilities 
resorted to the voting trust to prevent their absorption in 
various consolidation schemes then being promoted in that 
region. 

A management backed up with voting control of a cor- 
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poration is both an aid and an obstacle to consolidation 
negotiations. Voting control gives an authoritativeness to 
negotiations that a weak management cannot give. Hence the 
parties can proceed on the assumption that if an agreement is 
reached, it will probably be put into effect. This assurance 
makes it possible to disclose facts that might be withheld for 
fear that the plan would not materialize. Effective control 
also strengthens bargaining position in that other parties 
realize that they cannot buy up working control of the organi-, 
zation if present negotiations fail. Nor is the management 
under any great pressure from special interests to agree to an 
unsatisfactory plan. Further, when the final time comes for 
ratifying the plan, command of voting majority is an effective 
factor in securing the necessary stockholder approval. 

On the other hand, the very power that voting control gives 
creates obstacles; for managements frequently use their cor- 
porate power for their own private ends. The welfare of the 
corporation or the industry degenerates into a question of who 
will be president or who will do the work. For example, 
Mr. W. R. Basset, of Spencer Trask & Company, cites the 
case of the man who refused to join a consolidation plan 
because ‘^To become a mere vice president of the merger 
instead of president of a small concern would impair the 
social standing of his family and himself.^’ ^ Then there is 
the great American game of running the corporation primarily 
for the management and only incidentally for the benefit of 
the stockholders. The ways in which the management profit 
are myriad, but a few of the more obvious are : manipulation 
of securities, salary and bonus grabs, and intercompany pur4 
chases and sales.} Playing the stock market with one hand 
while feeding out good news to the press and suppressing bad 
news has become an art with some managements. Others have 
created market trends for their stocks through purchases for 
or sales from the treasuries of their companies or those of 
affiliated companies. They have put out merger rumors and 
denied merger rumors as suited their convenience. They have 
put out bond issues at a discount and redeemed them almost 


* Operating Aspects of Mergers, Harper & Bros., New York, 1930, p. 139. 
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immediately at par. Purchases of material at non-competitive 
prices from personally controlled companies are old gags. 
I Finally, there are the bonuses and excessive salaries that the 
|managements pay themselves. These all constitute factors 
Which militate against consolidations unless the old manage- 
ment is to be in the saddle still and free to pursue its ways. 
If the old management is not to control the combined enter- 
prises, an offsetting advantage must be offered to it for its 
cooperation in putting through the deal This may take the 
forifi of a block of securities or a high salaried position. 
William Fox was eliminated from the Fox Film tangle by 
making him “chairman of the advisory board for five years, 
at a salary of $500,000 annually.^’ The importance of these 
outside activities to some managements may be seen from the 
following summary of testimony of Harry M. Warner, presi- 
dent of Warner Bros. Pictures, Inc., before the Senate Com- 
mittee on Banking and Currency:^ 

According to Mr, Warner’s figures, he ended the year 1930 with 
109,345 shares more than he had at the first of the year, 20,000 of 
which, however, were received from the company in the form of 
rights. Cash to the extent of $5,918,382,08 had been received as 
profits on purchases and sales, also, he said. 

The 109,345 shares were figured at the low of 13, it was stated, 
making $1,421,485, which, added to the $5,918,382.08, gave for the 
total profit $7,339,867 for the year. Mr. Gray agreed, however, that 
perhaps the figure of 89,345 shares should be used for 109,345, thereby 
permitting the deduction of the 20,000 rights, and thus reducing the 
$7,339,867 to $7,079,867. 

If the personal profit takes the form of securities in the 
consolidated company, capitalization is increased to a point 
where dividends are less ample per share or less certain. If it 
takes the form of an excessive salary contract, operating ex- 
penses are increased and profits per share again cut down. It is 
the padding that takes place in the consolidation process rather 
than the undesirability of a consolidation that makes many a 
consolidation appear to be an uneconomic proposition or a 
failure. Needless to say, dealings of this sort are directly 


* U. S, Daily, May 23, 1932, pp. 1 and 3. 
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antagonistic to the interests of stockholders as such; and if the 
stockholders discover the facts before the agreement to con- 
solidate has been ratified, they may effectively prevent con- 
summation of the plan. Whatever may be their inclinations, 
successful negotiators must take their places at the table with 
more than scientific principles and valuation figures in the 
backs of their minds. 

Cash Position — A strong cash position ordinarily consid-| 
erably strengthens bargaining position in consolidation negoJ 
tiations. It is important from three angles: freedom from 
pressure, ability to purchase or assist others, and maintenance 
of credit. 

Freedom from pressure to consolidate is an important fac- 
tor in bargaining. With no pressing obligations to be taken 
care of and with ample liquid resources to engage in or with- 
stand competitive price cutting, a company cannot be bullied 
in any way during the negotiations. On the other hand, a 
company vulnerable in this respect finds it very difficult to get 
the best terms in consolidation negotiations. 

Abilitl? to purchase another company’s properties is always 
an aid, but it is especially so during a depression when bargains 
can be picked up under conditions of forced liquidation. Pur- 
chase may take the form of direct purchase of the properties 
or accumulation of stock on the open market. The classic 
example of bargains, of course, is Bethlehem Steel’s purchase 
of the Fore River Corporation in 1914 at a price which was 
less than one-third of the income the property produced during 
the next two years. However, quite aside from purchase nego- 
tiations, strong cash position may be a considerable inducement 
for a weaker concern to join a consolidation. Such a weak 
concern may be facing cash problepis which it will concede 
much to overcome. 

Maintenance of credit is important in facilitating an ex- 
change of securities or the sale of securities to obtain funds 
with which to purchase another property. With a cash position 
that removes all uncertainty concerning the continued payment 
of interest and dividends and that fortifies the ability to meet 
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the ups and downs of business conditions, a company can 
usually exchange its shares for those of a prospective merger 
member without much opposition from the latter’s security 
holders. 

Management. — Managing officials of a corporation can be 
divided into two groups: the line-staif which runs the cor- 
porate machine and the control group which organizes, deter- 
mines policies, and makes major decisions. It is on the latter 
groi^p that the financial success of the corporation chiefly 
hangs ; and it is the latter group that constitutes an important 
factor in the trend of consolidation negotiations. If the con- 
trol group is capable of running the enterprise on a profitable 
basis, they are under no compulsion to go into a consolidation 
unless everything is to their liking. If they can run the com- 
bined enterprises more economically than any other manage- 
ment group, they can hold out for a major share in the 
prospective economies in the consolidation. However, if on 
the other hand, they have shown poor results in the past, they 
cannot command sufficient confidence to retain them in control. 
A company without sound management— whether its plight is 
due to death or other loss of controlling geniuses or is due 
to past deterioration of management — is not in a strong bar- 
gaining position and cannot ordinarily drive a hard bargain 
in fixing the consolidation terms. In fact, if such a company 
is in bad shape, it may sacrifice much to bring about a consoli- 
dation as a means of salvaging a bad situation. For example, 
in attempting to bring about a consolidation of the First 
National, Boulder National, and Mercantile Bank & Trust 
Company of Boulder, Colorado, during 1933, the depositor’s 
committee of the First National Bank actually proposed to the 
Comptroller of the Currency a plan by which the solvent stock- 
holders of the First National would be released from their 
shareholder’s liability if they would take a stock interest in 
the new consolidated bank to the amount by which they had 
been released. 

The plan represented an act of desperation in attempting 
to get an ownership interest into the new banks. 
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Competitive Position. — Competitive position is dependent 
upon a large variety of factors; but objectively these ordinarily 
show themselves in one of three ways: namely, in great public 
demand for the goods or services, in low production costs, 
and/or in productive capacity capable of flooding the market. 
Public demand for the products may be based on the good will 
of trademarks, company name, or other considerations which 
will make the company a very desirable member of the con- 
solidation. 

Low production costs may be the product of either man- 
agement or plants and methods or of both groups. The relative 
production costs of different companies is likely to vary greatly 
during different phases of the business cycle. The concern 
with large amounts of capital substituted for labor (using 
labor saving machinery) is likely to have low unit costs when 
producing in volume. In the boom phase of the cycle it can 
produce more cheaply than can any of its competitors. Carry- 
ing and other charges of its plant are relatively constant; 
whereas competitors using less equipment are subjected to 
greatly increased labor costs. Yet in the depression phases of 
the cycle decreased volume must absorb heavy overhead costs 
with the result that profits fall away rapidly, and in certain 
lines huge deficits occur. But the concern with a large labor 
factor and smaller machine factor can lay off its labor force, 
and thus reduce costs more in line with decreased volume. 
Hence, it may show profits when the other company is showing 
large losses. Over a complete business cycle, however, the ma- 
chine company may be much more profitable than the labor 
company. If the former has sufficient liquid resources to tide 
it over the depression periods, it will, on the average, be the 
more formidable competitor. 

The information on which one can study unit costs is 
frequently concealed until the negotiations have reached very 
advanced stages. However, in the early surveys the apparent 
profit margins can be ascertained from the general financial 
statements. The investment analyst is constantly faced with 
the problem of analyzing competitive position from the out- 
side and can read much from relative tables of profit margins 
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on sales. The accompanying table gives profit margins for 
four companies in the same line of business. 

Ability to flood the market, if accompanied with sufficient 
resources to withstand losses, is always a strong competitive 
factor. By cutting prices severely, a large volume concern can 
force severe losses upon its competitors if it does not com- 
pletely crush them. Sometimes the selling is done directly; 
sometimes through puppet companies whose connections are 
concealed. Whatever the tactics of the concern, a large volume 
producer is a constant threat to price structures and is in a 
favorable bargaining position in consolidation negotiations. 


Percentages of Net Earnings to Net Sales 


Year 

Co. A 

Co.B 

Co.C 

Co.D 

1932 

0.52 

D7.64 

3.24 

D11.06 

1931 

3.66 

2.S2 

4.32 

1.02 

1930 

6.77 

12.84 

4.84 

22.04 

1929 

7.75 

12.94 

5.34 

21.84 

1928 

8.54 

11.87 

4.32 

20.76 

1927 

8.03 

10.24 

4.02 

20.34 

1926 

8.12 

10.36 

4.03 

20.26 

1925 

6.46 

8.46 

3.64 

19.74 

1924 

5.34 

2.85 

3.52 

18.24 

1923 

3.50 

1.90 

3.25 

11.03 

1922 

2.98 

0.74 

3.02 

2.34 

1921 

D3.06 

D5.42 

2.52 

D6.73 


Public utilities obtain similar advantages from location. 
Thus in the railroad field a necessary connecting link between 
two other companies is in very favorable bargaining posi- 
tion. This advantage is still retained by the bonds secured by 
such links in our large railway systems. Similarly, electric com- 
panies lying strategically between other companies have been 
able to drive excellent bargains. In addition to these strictly 
geographical considerations, other factors such as control 
of water power or low cost transportation routes are very 
important. 

In all cases, special advantages may arise from the connec- 
tion of the parties. For example, in one of its Utah promotions 
the Electric Bond and Share group refused to renew a power 
contract with an electric railway company and then bought in 
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the property. In the manufacturing field similar situations are 
found. Thus a chain store organization may contract for the 
bulk of the output of a particular concern to be sold under its 
own brand. Later by failing to renew the contract, it can 
force the manufacturer into a consolidation because the manu- 
facturer has no means of disposing of his output. 

Market Control of Securities. — ^Exchange of securities is 
ordinarily the most economical method of effecting a con- 
solidation. If the securities of a new company or of ^one 
constituent are exchanged for those of other constituent com- 
panies, the expense of raising new capital can be avoided. 
However, sometimes in depressions cash purchases can be 
made very advantageously. 

In most cases of exchange of securities, market prices are 
a dominating factor. It is very difficult to induce the exchange 
of shares unless shares of an equivalent or greater market 
value are offered for those given up. The general public prob- 
ably looks more to market prices than to sound investment 
values ; and since the insiders are taken care of in other ways, 
the real problem is to sell the public on the proposition. It is 
in this connection that market control is important; for if the 
market price of securities of a company can be stabilized at a 
relatively high level, an attractive offer can be made for the 
securities of another company. 

Favorable market action of securities is obtained in a 
variety of ways. A liberal dividend policy tends to keep shares 
selling at a high level. Sinking fund purchases of bonds have 
the same effect on bonds. Purchases of securities of the com- 
pany for its treasury reduce the floating supply and thus 
promote higher price levels. Then there are the more direct 
manipulations carried on through pools and through sub- 
sidiary security companies. The following statement indicates 
the extent to which some managements have carried these 
manipulations in the past 

Testimony that during the stock market crash of October, 1929, the 
Cities Service Securities Company spent more than $128,000,000 pur- 


New York Tim$s, April 26, 1933, p. 22. 
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chasing common stock of its parent, the Cities Service Company, was 
presented to the Federal Trade Commission today by Thomas W. 
Mitchell, the commission’s economist-examiner. 

“This sum bought 2,372,101 shares of Cities Service,” he said, 
“but, as these amounted only to about two-fifths of the total quantity 
of that stock thrown into the market, they were not sufficient to uphold 
the market price, which broke to a low of $20 on October 29.” 

The testimony was given as hearings opened on the securities 
company, marketing and trading agency set up in 1927 by Henry L. 
Doherty & Company. The securities concern was owned wholly by the 
Cities Service Company. 

Mr. Mitchell said the securities company’s market activities con- 
stituted “an outstanding example of what is believed to be a general 
practice in modern finance and stock market control.” 

Although reforms recently instituted will probably not permit 
such an orgy of manipulation in the future, it is very doubtful 
that manipulation will be entirely eliminated. 

The time for effecting an exchange is ordinarily a boom 
period. In such times the public is stock market conscious and 
optimistic. The generally rosy outlook makes it easy to sell 
consolidation schemes. Even though control or assets must 
be purchased at high prices, the boom conditions make it 
possible to sell the securities of the consolidated company at 
high prices too; so the burden of inflated prices is ultimately 
borne by the speculating public rather than by the consolidated 
company. 

Negotiating an Exchange of Shares. — The simplest type 
of negotiation is that based upon the exchange of shares of 
one company for those of another. As previously indicated, in 
this type a strong company usually exchanges its shares for 
those of another and then merges it or retains it for a sub- 
sidiary. This process can be repeated from time to time until 
a large enterprise or system has been built up. It was in this 
way that many of the large enterprises of today were developed 
to their present size. The procedure functions equally well in 
forming either a direct property owning consolidation or a 
holding company system. The following letter to the stock- 
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holders of the General Baking Company illustrates the 
technique 

General Baking Corporation 
Room 505, 512 Fifth Avenue, 
New York, N. Y., 

October 10, 1925. 

To the Stockholders of General Baking Company: 

In a letter dated September 29, 1925, addressed to Mr. William 
Deininger, the President of General Baking Company, by Mr. William 
B. Ward, a copy of which you have received, this statement was 
made: “For your information please let me say that it is the plan to 
form a new company to acquire the stock of said Company, and an 
opportunity will be presented to its stockholders at a later date to 
exchange some or all of their holdings for shares in the new Com- 
pany.^' 

The name of the new Company is General Baking Corporation. 
The authorized capital stock of General Baking Corporation is Five 
Million (5,000,000) shares of Class Stock and Five Million 
(5,000,000) shares of Class “B^^ Stock, both without par value. 

An offer is now submitted to exchange stock of General Baking 
Corporation for stock of General Baking Company on the following 
basis : 

For one (1) share of common stock of General Baking Company, 
you may obtain (2) two shares of Class “A’’ Stock and six shares of 
Class “B’’ Stock of General Baking Corporation. 

The Class “B” Stock has been issued in connection with the or- 
ganization and promotion of the company for a contract and it is 
expected that the quarterly payment of dividends will be inaugurated 
January 1, 1926, by the payment of $1.00 upon each share of Class “A’’ 
Stock. 

If you desire to exchange the stock of General Baking Go. which 
you now own for the stock of General Baking Corporation on the 
terms above set forth, you may so indicate on the inclosed blank and 
return the same by registered mail to the Guaranty Trust Company 
with a Certificate of Deposit, duly indorsed in blank which the Guar- 
anty Trust Company of New York has already issued to you upon 
deposit of your stock under a certain deposit agreement with which 

® Federal Trade Commission, Bakery Combines and Profits, pp. 14-15. 
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you are familiar; or if you have not so deposited your stock with the 
Guaranty Trust Company of New York and received its Certificate 
of Deposit, you may return by registered mail the inclosed form of 
application, to the Guaranty Trust Company, properly executed, to- 
gether with the certificates of common stock of General Baking Com- 
pany which you now hold, duly indorsed in blank, and in either case 
you will receive certificates of stock of General Baking Corporation 
on the basis above set forth. 

This offer will expire October 24, 1925, and an early reply is 
requested. 

Inclosed is an extract from the Certificate of Incorporation of 
General Baking Corporation and also a self-addressed envelope for 
use in connection with sending the stock certificates or Certificates of 
Deposit, with inclosed blank. 

Very truly yours, 

General Baking Corporation, 

Paul H. Helms, President. 

Under Mr. Ward^s assignment of his contract with Mr. Deininger 
to the General Baking Corporation, the latter company secured all 
the General Baking Co. stock deposited with the Guaranty Trust Co,, 
either by cash payment or by exchange of its own stock therefor, and 
also acquired other stock directly from General Baking Co. stock- 
holders in exchange for the corporation stock. On November 5 the 
corporation made settlement with the Guaranty Trust Co. under its 
agreement with the latter and assumed control of the General Bak- 
ing Co. On the same date the Guaranty Trust Co. returned to W. B. 
Ward his guaranty deposit of $2,000,000. 

Negotiating an Amalgamation. — In case the companies are 
to be amalgamated into an entirely new corporation, a serious 
valuation problem arises. Many points of friction are likely 
to develop, and much inside competitive information must be 
concealed until the consummation of the project is certain. 
Because of these difficulties it is preferable to agree on a 
formula to be applied uniformly to each company and then 
arbitrate differences arising from its application to individual 
details. This formula should be embodied in a contract of 
consolidation which should cover all essential details. The 
bases on which securities are to be issued and allotted to the 
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constituent companies should be definitely set forth. If prop- 
erty values and earnings are to be ascertained, a method for 
valuing the different classes of asset and for adjusting book 
earnings should be stated. The contract should also contain 
provisions dealing with the assumption of debts, the securing 
of working capital, and any mortgage covenants to be entered 
into. The following is a memorandum of consolidation used 
in connection with the amalgamation of a number of small 
businesses. 

Memorandum of Consolidation ^ 

A corporation to be formed under the laws of the State of Michi- 
gan, with a paid-up capital of ten million dollars, to be apportioned 
into 6 % preferred stock and common stock, as the parties interested 
may hereafter determine. 

This corporation to purchase all the assets, property, good will, etc., 
of all the four companies and to pay therefor in preferred and com- 
mon stock and by an assumption of the indebtedness of each company. 

The amount of preferred and common stock, to be paid to each 
company, to be determined by the value of the net tangible assets and 
the valuation placed upon the earning power of each company. 

In placing a value upon the tangible assets, same to be reached 
as follows: 

(1) The land, buildings, machinery, tools, and patterns, to be de- 
termined by appraisers, to be chosen by a majority of a committee 
made up of one appointed by each of the companies; on failure of this 
committee to agree on appraisers the selection to be left to the com- 
mittee who present these suggestions. 

(2) Inventories of raw materials, work in progress and manufac- 
tured stock to be taken, and valuations placed thereon by the indi- 
vidual companies, and this to be done under the supervision of a 
disinterested party, to be named by the committee. 

The inventories are to be made as of the same date, and to be 
taken at substantially the same time. 

When completed the inventories are to be passed and agreed upon 
by a committee consisting of a representative of each of the com- 
panies and one to be named by the committee. The decision of these 
five to be binding. 

Quoted by W. H. Lough {Corporation Finance, pp. 183-185, Alexander 
Hamilton Institute, 1913) from an article by F. H. McPherson in the Journal 
of Accountancy, November, 190S. 
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(3) In reaching the value of the earning power of the several 
companies, consideration is to be given to the following details : 

(a) That profits are incidental to the business and have not been 
anticipated. 

(b) To the charging to, operating expenses of items, exceptional 
or unusual, and which have had the effect of reducing profits below 
normal. 

(c) The effect upon the earnings of the money paid out as interest 
upon borrowed capital, in case it be found that the borrowings (loans) 
made by the several companies are disproportionate to each other. 

(d) That all charges to operating expenses are proper charges 
against the business and that they are made for and during the proper 
period. 

(e) That proper and reasonable allowances have been made for 
repairs and renewals and that these have been charged against 
earnings. 

(f) That charges against earnings for depreciation are adjusted 
upon an equitable basis. 

(g) Such other matters as appear from an examination of the 
accounts and which would prejudicially affect the earnings of any 
of the companies, either advantageously or disadvantageously. 

(h) The value of the earning power to be determined by a con- 
sideration of the business done by each of the several companies for 
the three years, 1903, 1904 and 1905. 

(i) Accountants to be selected by the committee and questions 
which may arise as to treatment of various matters and about which 
there is difference of opinion, to be determined by the committee. 

(j) All costs and expenses incurred in making appraisals, exami- 
nation of accounts, or of performing the other duties in connection 
with the formation of the proposed new company to be charged to and 
borne by the new company ; should the new company not be formed, 
then such costs, expenses, and disbursements to be borne by the four 
individual companies in proportion to the number of men employed by 
each. 

Sinclair-Prairie Consolidation. — similar procedure was 
followed in the negotiations conducted by Sinclair Consoli- 
dated Oil Corporation, Prairie Pipe Line Company, and 
Prairie Oil and Gas Company during 1931 and 1932. The 
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joint statement of the several boards of directors is reported 
by the Wall Street Journal as follows 

‘Tn connection with the determination of the relative values of the 
assets of the respective companies/’ the joint announcement states, 
“the directors took various factors into account. Consideration was 
given to the assets and liabilities and the resulting net worth of the 
three companies as shown by a statement prepared by Arthur Young 
& Co., accountants and auditors, after making adjustments deemed by 
them necessary to properly reflect the book values on a comparable 
basis. * 

“Investigations of the properties of the various companies were 
made and a uniform measure or yardstick of evaluation was applied 
to certain properties of a similar character. Recognition was accorded 
to the strong cash and current asset position of the Prairie Pipe 
Line Co. and consideration was given to the prospects for business 
and earnings of the properties in combination as distinguished from 
those of each company standing separately.” 
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CHAPTER 20 


CAPITALIZING CONSOLIDATED COMPANIES 

The final financial plan for a direct property owning con- 
solidation is ordinarily built out of a heterogeneous mixture 
of ftiaterials: namely, the theoretical standards one would 
prefer to apply and the heritage of old financial structures of 
constituents that one must accommodate,^ Hence, the problem 
of financing must proceed along two lines: (1) the building 
of a combined financial structure which will not violate funda- 
mental relationships of securities to earnings and to assets, 
and (2) the assumption of debts and the distribution of securi- 
ties to the owners of constituent companies in such a way as to 
make the consummation of the plan possible. 

Maximum Limits to Security Issues.~The first line of 
procedure must ordinarily be considered very early in the con- 
solidation study, for if the constituents cannot be put together 
in a sound structure, the plan is without merit and should be 
dropped. An early survey must be made, therefore, to deter- 
mine the maximum amounts of bonds, preferred stock, and 
common stock the combined unit can carry. These amounts 
are found ^ by combining the earnings and the assets of the 
separate units and then finding what types and quantities of 
securities they will support 

The soundest structure, of course, would be one containing 
only common stock; for if the company owes no one, it cannot 
be harassed by creditors. Next in strength would be a struc- 
ture containing preferred and common stock. Here again, the 
interests are merely ownership interests without legally en- 
forceable fixed charges against the property. Although pre- 
ferred stocks are frequently protected by restrictive covenants 
of one type or another, the fact remains that dividends do not 
have to be paid unless the cash can be spared. This is the 
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essence of corporate strength during depression. Finally, and 
weakest, is the structure containing bonds or other liabilities. 
Here the pressure of creditors is always present or prospective. 
Inability to meet fixed charges or payments of principal during 
poor years threatens the business with receivership and re- 
organization, with consequent impairment or elimination of 
owner’s equities in the corporation. 

However, regardless of desires in the matters of risk tak- 
ing, the consolidation must be built out of the constituent 
companies. Some of these will frequently have one type of 
financial structure, some another. It is necessary, therefore, 
to find the maximum sound amount of bonds, etc., that can 
be issued, and then to see if the aggregates of the constituent 
issues can be accommodated. We now proceed to the problem 
of determining maximum limits. Example : 


Bond Standards 


Company 

Total Tan- 
gible Assets 

Liquidation 

Value 

Average 

Earnings 

Minimum 

Earnings 

Co. A . . . 
Co. B . . . 
Co. C ... 

$1,000,000 

2,000,000 

3,000,000 



$ 40,000 
75,000 
100,000 

Consol. Co. . 

$6,000,000 

$1,500,000 

$700,000 

$215,000 


If we assume that in order to sell bonds on a 5% basis all 
debt should be covered by liquidation values, that bond interest 
should be earned four times on the average, and that it should 
be earned by a margin in the poorest year, then the limits 
imposed by the above schedule are as follows : 

1. Maximum debt on liquidation value basis: 

$1,500,000 

2. Maximum debt on average coverage of fixed charges basis : 

$700^ _$70W _ $ 3 ^ 500,000 
4x.05 .2 

3. Maximum debt on coverage of charges in poorest year basis : 

$200,000 

.05 ,, 

= $4,000,000 (allowing $15,000 surplus coverage) 
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According to these standards, liquidation values would set the 
maximum debt limit since this standard is the most restrictive. 
That is, the debt structure should be kept within the limits of 
each standard. Consequently, that standard which sets the 
lowest limit to the amount of debt is always the effective stand- 
ard in the particular case. Thus in the above example, had 
the minimum earnings been $50,000 instead of $215,000, they 
would have supported a total debt of only $1,000,000. Hence, 
under this supposition the earnings in the poorest year would 
have been the limiting factor. If we are to use standards based 
on relationships to assets and to earnings, each must be com- 
puted. Then the most conservative one must be selected and 
applied. 

Many writers give little attention to asset values in testing 
structures because asset values ultimately depend on earning 
i power. Yet there are several angles of the problem which 
make assets an important theoretical consideration. (First, 
since bondholders do not share in the extra profits of pros- 
perous business, they should not bear the risks of loss if the 
business does not succeed./ In effect, this means that they 
should always be protected by liquidation values. Second, 
assets are essential to the creation of earnings; and to the 
extent that competitors must duplicate them, they constitute a 
protection to earning power. Third, we are drifting more and 
more toward social limitation of profits — ^particularly since the 
advent of the F. D. Roosevelt administration. Whether this 
limitation takes the form of excess profits taxes or direct 
profits limitation and regulation is immaterial. The facts are 
that eventually business can expect the government to pay 
more attention to the rate of(earnings on assets with corre- 
spondingly increased emphasis on asset values. And although 
it may be many years before anything like effective limitation 
of profits will occur, still the drift seems to be ever in that 
direction. 

Preferred Stock Standards.— If we assume now that pre- 
1 1: f erred stock is to take a part ownership risk in the business 

(that is, bear risks to the extent that it will be protected by 
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going business values rather than liquidation values) and if 
we assume that such preferred stock will sell on a 7% yield 
basis on the condition that prior charges and preferred divi- 
dends be earned at least three times on the average and fully 
earned in the poorest year and on the further condition that 
the assets cover debt and preferred at least twice, then the 
limits imposed by the above schedule are as follows : 

1. Maximum preferred stock issue on asset basis : 

— $1,500 , 000 (debt) =$1,500,000 » 


2. Maximum preferred stock issue on average coverage of combined 
charges : 


$700,000 — $75,000 (interest) 


: $2,262,000 


.07 

3. Maximum preferred stock issue on coverage of combined charges 
in the poorest year : 


$21 5,000 — $75,000 
.07 


42,000,000 


Here assets are again the limiting factor on total capitalization. 


Caution. — It must be borne clearly in mind that these as-| 
sumed standards are nothing more nor less than assumptions. J 
They will fit certain types of companies but not others. Each 
company and each industry has characteristics and prospects 
of its own, and the standards used must take account of the 
effect of these on earnings stability. Thus in each case the 
weight given to asset values and the ‘‘times charges earned’’ 
standards will be affected bylthe sources and stability of earn- 
ings, the character of the industry, the position of the company 
in the industry, the state of competition or monopoly, labor 
relations, established sources of raw materials, established 
markets for products, and a variety of other considerations 
which affect the business risk directly.^ Hence there are no | 
standards which can be applied uniformly to all companies, 
without adjustment For practical purposes each industry and 
company must be studied by itself. 
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In. the matter of preferred stock issues, standards are at 
best arbitrary. Preferred stock is a hybrid security partaking 
partly of the nature of bonds and partly of the nature of com- 
mon stock. What it shall be in a given case depends largely 
on the issuer. It may approximate bonded debt, or it may 
approximate common stock; or, depending on what class of 
investors or speculators is to be reached, it may lie between 
these extremes. However, in a measure, the yield at which 
such issues sell in the market tends to fix standards for particu- 
lar yields. Therefore, the above standards have been expressed 
in terms of definite yields. 

Common Stock Standards. — The common stock will bear 
the risks of the enterprise. It will also reap the residual profits. 
The essential thing in financing is to see that the earnings left 
I for common stock(will be sufficient to keep the market price of 
j shares at the desired levels If we assume in the present case 
* that, given the maximum amount of debt and preferred stock, 
common shares will sell at ten times average earnings, common 
can now be issued against tangibles and intangibles to the par 
value of : 

$700,000 — • $180,000 (prior charges) ^ 000 

Final Limits — ^The final maximum limit to each class of 
security on the above assumptions may be conveniently shown 
in the following balance sheet : 

Tangibles ....... $6,600,000 Debt $1,500,000 

Preferred Stock 1,500,000 

Intangibles ....... 2,200,000 Common stock ..... 5,200,000 

$8,200,000 $8,200,000 

Two things need be noted at this point: (1) intangibles are 
shown on the balance sheet to offset a portion of the common 
Stock, and (2) no allowance has been made for increased 
earnings traceable to the economies of consolidation. 

Intangibles — Intangibles are frequently eliminated from 
the balance sheet by inflating the values placed on tangible 
properties. So, by a liberal appraisal policy, plants of the above 
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constituent companies could find their way onto the books of 
the consolidated company at an aggregate value of $8,200,000. 
Thus no intangibles would be shown. The extra $2,200,000 
would in common parlance be called ^Vater’’ and the stock 
issued against it, (^watered stock.'^^J This practice has been 
severely criticized, but nevertheless is time honored. The infla- 
tion of asset values causes many problems in interpretation of 
statements and is otherwise objectionable, but discussion of 
these angles will be deferred to the chapter dealing with 
depreciation. Eventually the Securities and Exchange Com- 
mission will probably control asset valuations closely in the 
United States. 

Earnings Arising from the Economies of Consolidation. 
— ^Various points of view exist as to the desirability of capi- 
talizing the prospective economies of consolidation. Some 
contend, on the basis of past experience, that these economies 
are more likely to exist in the promoter's imagination than in 
fact, and that therefore they should not be capitalized. How- 
ever, as a practical matter consolidations are usually promoted 
for one of two reasons : ( 1 ) because the promoting group has! 
a sincere belief in the desirability of the consolidation or I 
(2) because they want to sell a consolidation to the public. | 
Whichever motive dominates, the economies are likely to be 
capitalized. If one reasonably believes that the economies will 
materialize, he is optimistic enough to capitalize them. If he 
wants to sell to the public,, he will obviously capitalize as much 
prospective earning power as is possible. Further — and a 
very powerful factor — ^if separate financial interests are to be 
brought together, the excess securities based upon prospective 
economies provide the chief means of paying the fancy prices 
and bonuses necessary to induce the independent groups to 
come into the consolidation. 

But to say that economies will be capitalized is not to say 
that they should be considered in fixing the maximum limits of 
senior securities. It is notorious that consolidation economies 
do not materialize accorditig to predictions. Whether this be 
due to fat salary grabs, depreciation of padded asset accounts, 
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other financial manipulations, or just to poor forecasting is not 
material; the facts are that the earnings in all too many cases 
fail to measure up to the sedulously advertised expectations. 
Conservatism, therefore, would dictate that bond interest 
charges be measured against the tested earnings experience of 
the constituent companies. To the extent that it is desired to 
make the preferred stock an investment issue, it too should be 
related to the tested earning capacity. Common stock can then 
be used to capitalize the economies of consolidation. As Hart- 
ley Withers remarks, if you are in the proper state of optimism 
the number of noughts you put on the end of the figure for 
common stock seems immaterial. In the very overissue of 
stock you may be able to retain enough to perpetuate your 
control of the company. With control secure you can reward 
yourself with excellent salaries and bonuses — to a point that 
makes a return on the common shares you may hold a minor 
consideration. However, assuming more conservative stand- 
ards, common stock should, of course, be kept within the deter- 
mined price-earnings ratio to reasonably anticipated earnings. 

Accommodating the Structures of Constituents — We are 
now in a position to compare the securities structures of 
Companies A, B, and C to the final limits set for the consoli- 
dated company. For this purpose we may assume the following 
structures. 


Company 

Liabilities 

Preferred 

Stock 

Common 

Stock 

A 


$300000 

$700,000 

B . 

$300,000 

700 000 

1,000,000 

C ....... 

1,000,000 

1,000,000 

1,000,000 

Total . . . . 

$1,300,000 

$2,000,000 

$2,700,000 

Consol. Co. 

limits . . . 

1,500,000 

1,500,000 

5,200,000 

Difference . . 

—$200,000 

+$500,000 

—$2,500,000 


The bonded debt and common stock are well within the 
prescribed limits, but the preferred stock total is $300,000 in 
excess of the combined debt and preferred stock standard. 
(The total amount of preferred may be increased or decreased 
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in accordance with the amount of prior debt. The smaller the 
amount of liabilities, the greater the possible amount of pre- 
ferred stock. In this case the low debt permits a larger issue 
of preferred stock.) Hence, the debts of the constituents can 
be assumed by the consolidated company without danger. The 
excessive amounts of preferred stock can be accommodated in 
one of several ways. First, the consolidated company could 
issue the full amount in preferred stock. This procedure would 
make the preferred somewhat weaker than the standard. 
Second, in effecting the exchange of shares, it could convert 
some of the preferred stock into common stock. Third, and 
least desirable, it could exchange a combination of bonds and 
common stock for a portion of the preferred stock of one of 
the constituents. What is done in the individual case is a 
matter of bargaining among the various interested groups. 

After the creditors and preferred stockholders have been 
taken care of, the remaining securities allotted to a constituent 
are distributed to the common stockholders, bankers, etc. 

Treatment of Top-heavy Constituent Structures. — It will 
be noted that Company C has an excessive debt. The consoli- 
dated company is able to assume this debt without overburden- 
ing its debt structure because Companies A and B were not 
bonded to the maximum limits. Had these companies been 
bonded to the limit, it would have been dangerous to take 
Company C into the combination unless a part of the combined 
debts could have been replaced by stock. It is far better to 
leave a top-heavy company out of the plan than to endanger 
the consolidated structure. However, if the consolidated struc- 
ture can accommodate the top-heavy structure and there are 
substantial advantages in including it in the consolidation — 
then, obviously, it should be included, and any disadvantage 
arising from the top-heavy debt should be allowed for in dis- 
tributing the shares of the consolidation. There are various 
ways of treating the top-heavy debt. One way is to deduct, 
say, 125% of the face amount of the excess portion of the debt 
from the total amount of securities allocated to the particular 
constituent. For example, if Company C has been allocated a 
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total face amount of securities of $3,448,000 (average earning 
capacity capitalized at 8.7%, the rate at which we capitalized 
the entire consolidation), then we should deduct from this 
total 125% of $300,000 excess of debt and $700,000 nom 
excessive debt (based on liquidation value) to determine the 
amount of combined preferred and common stock to be made 
available to Company C stockholders. We would thus deduct 
$375,000 plus $700,000 or $1,075,000. If we now assume that 
our standard will not allow more than $1,500,000 ($3,000,000 
assets 2) combined debt and preferred for allotment to 
Company C, this process of penalizing debt leaves only 
$425,000 ($1,500,000 $1,075,000) of preferred stock of 

the consolidated company for distribution to Company C 
stockholders. This means that some of the common stock 
allotted to Company C will have to be distributed to its pre- 
ferred stockholders in effecting the exchange of shares for 
those of the consolidated company, or some other compromise 
will have to be effected. 

A similar method proceeds on the theory of a basic struc- 
ture containing only preferred stock and common stock. Under 
this plan all debt, whether top-heavy or not, is penalized at the 
rate of, say, 125%. This method assumes also that each 
constituent company will receive its full amount of preferred 
stock and common stock as determined by applying an accepted 
standard to the assets and earnings of each company. 

Both methods are subject to criticism in that it is not 
necessary that the securities be allocated in this way at all. 
There is no real reason why the owners of one corporation 
should not take a disproportionate amount of common stock 
in the consolidation and those of another corporation take a 
disproportionate amount of preferred stock. In fact, such an 
irregular allotment is very common, and is more likely than 
not in cases of merger, as contrasted with amalgamation. In 
merger cases, it is customary to use a strong company as a 
nucleus and then merge other companies into it. In following 
this procedure, definite offers to exchange securities are made 
to the stockholders of the company to be merged. The securi- 
ties offered may be any one or combination of several of 
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those of the nucleus company. The securities are offered with 
due regard to the final structure of the merger, but the main 
consideration is usually the relative market prices of the securi- 
ties offered and those to be obtained. As long as a slightly 
larger market value in securities is offered for those to be 
obtained, an exchange can usually be induced. The debts, of 
course, are ordinarily assumed and do not figure in the 
exchange offers. 

Yield Method of Penalizing Top-heavy Structure. — An- 
other method which has some theoretical merit is to approach 
the problem from the yield standpoint. This method can be 
explained by means of an illustration. Assume that the top- 
heavy bonds of Company C are selling to yield 7% when 
sound bonds according to our standard would sell to yield 5%. 
This extra yield of 2% represents the market’s estimate of the 
extra hazard present in this over-liberal issue. Under the 
yield-penalty method, the deduction for bonded debt would 
be increased by a percentage equal to the ratio of excess yield 
to standard yield or 40% (2% to 5% = 40%). Thus bonded 
debt of $1,400,000 ($1,000,000 + $400,000) would be de- 
ducted from the total allotment of securities to Company C 
in determining the amount left for preferred and common 
stock. The theory of this penalty is that the interest charges 
of the bonds represent a real risk to the corporation. The risk 
that the corporation will not be able to pay is as much a threat 
to the ownership equity in the corporation as it is to the 
investor. Hence, Company C stockholders should compensate 
the other groups entering the consolidation by taking a cor- 
respondingly smaller total allotment of securities. In this 
way relative justice can be meted out to the various con- 
stituents which have contributed to making the bonds safer. 

If the securities are to be distributed by applying a given 
standard to earnings, the same result can be obtained by 
deducting the penalty amount from the earnings available for 
fixed charges and preferred dividends. For example, if the 
debt is in excess of the amount the standard permits and is 
selling on a 7% basis instead of a 5% basis, in applying 
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combined standards for the allotment of securities the extra 
yield can be deducted from the amount available for interest 
and dividends. Thus the interest burden of Company C's debt 
could be considered $70,000 (7% of $1,000,000) instead of 
the amount actually called for in the bonds. This extra amount 
of deduction would decrease the amount of earnings to be 
capitalized in preferred and common stock. 

Preferred Stock for Asset Method of Allotting Securities. 
— Some writers have placed considerable stress on a method 
of financing consolidations by which preferred stock would be 
given for net tangible assets and common stock would be given 
for capitalized super-earnings. This method is supposed to 
have been used extensively in effecting industrial consolida- 
tions at the beginning of the present century. However, a 
casual examination of the structures of that period reveals that 
earning power was a vital factor in determining the amount of 
preferred stock issued. In cases of low earning power the 
amount of preferred stock was restricted to the amount the 
earnings would carry. In cases of high earning power, assets 
were inflated in the balance sheets. In truth everything points 
to the fact that the distribution of securities was really deter- 
mined by a bargaining process and the prospectuses made to 
appear plausible.^ Recent consolidations have conformed even 
less to this method than did the earlier ones. 

Probably a better line of approach to the problem of allot- 
ting securities to constituents is that already suggested; that 

’•K. Simpson, in The Capitalisation of Goodwill, pp. 45-46, makes the fol- 
lowing’ observations about 46 private businesses which were incorporated : 

*The ratios of the tangible assets to^ the preferred issues furnish the basis 
for some reasonably satisfactory generalizations. The average of the figures in 
the second column is about 1.39. In other words, the amount of preferred stock 
issued by the companies, studied by the table, was roughly seven-tenths of the 
tangible assets. In more than one-third of the cases recorded the preferred stock 
was about equal to the tangible assets. The fact that the average is as high as 
it is can be explained by several causes; first, earlier in the history of these 
industrials when preferred stock of this kind was not so well known, some of 
the issues were more conservative; second, the smaller companies, which were 
comparatively less stable, had to be more careful in their financing; third, in- 
dustrials like the agricultural implement companies, ^ the earnings of which 
seemed likely to be subject to great fluctuations, were wisely somewhat conserva- 
tive in their preferred issues. All these factors tended to make the average for 
this table higher than the figure which represented the usual practice, that is, 
the practice which obtained in the largest number of flotations.’^’ 

Similar studies of a large number of consolidations present a similar picture. 
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IS, for the promoters to apply the same standards to each con- 
stituent that they apply in' determining the final structure of 
the consolidated company. They can then allot bonds, pre- 
ferred stock, and common stock to each constituent according 
to a uniform principle. Adjustments can be made by a uniform 
system of penalizing unbalanced structures. If this procedure 
is adopted as a starting point for negotiations, then the major 
remaining source of difficulty will be the method of shar- 
ing the profits arising from the anticipated economies of 
consolidation. ^ 

Division of Stock Capitalizing the Economies of Con- 
solidation — Several methods have been suggested for deter- 
mining the proportion of the savings of consolidation to go 
to each constituent. Dr. Gerstenberg has assembled a large 
number of ‘^scientific’’ plans in his book, Financial Organi- 
sation and Management.^ In order to illustrate their general 
tendency, some of these plans will be briefly summarized and 
adapted to our problem. 

Plan I requires that the increased earnings resulting from 
the consolidation be allotted to the constituent companies for 
capitalization in the ratio that their individual average earn- 
ings bore to aggregate average of all constituents. Thus 
since Company C had three-sevenths ($300,000 $700,000) 

of the aggregate average earnings, it would share to the extent 
of three-sevenths in the increased earnings traceable to the 
consolidation. This plan assumes that each company will con- 
tribute to consolidated savings in proportion to its present 
earnings and should therefore be compensated on this basis. 

Plan II requires that the companies share the savings in 
the ratio that their former super-earnings were to the aggre- 
gate super-earnings of all constituents. For example, if we 
use 8.7% as a normal rate of return on tangible assets in 
our problem. Company A has super-earnings of $63,000 
($150,000 — 8.7% of $1,000,000), Company B $76,000, 
and Company C $39,000. The aggregate is $178,000. Hence, 
Company C would be allotted 39/178 of the total savings. 


p. 546ff., 1926 edition. 
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This method assumes that exceptionally efficient units will be 
able to contribute exceptionally to the combined savings. 

Plan III requires that the companies share all super-earnings 
in the ratio that their rates earned on tangible assets bear to 
the sum of the individual rates earned. Under this plan Com- 
pany C would receive 100/375 (Co. A 15%, Co. B 12>2%, 
Co. C 10%, sum 3734%) of the aggregate super-earnings, 
including those derived from the savings of consolidation. By 
this method the super-earnings of the old companies, aggre- 
gating $178,000, as well as the savings of consolidation, would 
be divided among the constituents. 

Plan IV requires that the companies share all super- 
earnings in the ratio that each one’s super-rate, earned on 
tangible assets, bears to the sum of the super-rates earned. 
Company C would be allotted 13/114 (Co. A 15% — 8.7% 
= 6.3%, Co. B 1234% — 8.7% = 3.8%, Co. C 10% — 
8.7% = 1.3%, sum of super-rates = 11.4%) of the total 
super-earnings ($178,000 plus savings). 

Plan V requires that the companies share the savings of 
consolidation in the ratio that their tangible assets bear to 
the total tangible assets of the consolidation. Under this 
plan Company C would be allotted one-half ($3,000,000 -r- 
$6,000,000) of the earnings anticipated from the economies 
of consolidation. This plan assumes that the contributions to 
economy will be in proportion to the constituent’s assets. 

Perhaps enough has been said to indicate that ‘‘scientific” 
as applied to these plans really contemplates an arithmetic 
formula based upon assumptions having some degree of logical 
plausibility. In fact, a plan for distributing securities could 
scarcely be more than this. Corporate values are elusive at 
best. The contribution which a particular constituent will make 
to an anticipated joint economy is anything but a certainty. 
Human judgments and human forecasts differ. Further, it 
must be borne in mind that consolidations are promoted by 
human beings. It is scarcely to be conceived that when uncer- 
tain “scientific” principles conflict with our private purposes, 
private considerations will give way. Hence, if we look at 
these plans in the guise of campaign propaganda to win stock- 
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holder approval and realize that actually a considerable amount 
of give-and-take bargaining preceded the formulation of the 
plan, we can see the problem a little more clearly. 
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CHAPTER 21 


PRINCIPLES OF HOLDING COMPANY FINANCING 

The principal problems of holding company financing may 
be discussed under the headings: substitution of securities, 
typical percentage of common stock ownership, relationship 
of -securities to system earnings and assets, pyramiding, the 
financing function, and the assumption function. 

Substitution of Securities. — -As has been noted from time 
to time, the outstanding feature of holding corporations is 
that they control other corporations through ownership of 
their voting stocks. There are three methods by which holding 
companies acquire voting stocks of other companies: (1) by 
exchanging their securities for the voting stocks of other com- 
panies; (2) by purchasing those voting stocks for cash in 
the open market; and (3) by a combination of these methods. 
From the standpoint of the owner or purchaser of common 
stocks, each of these three methods has two results: first, the 
stocks of the controlled companies are withdrawn from the 
hands of the purchaser of common stocks; second, the securi- 
ties of the holding company are substituted in the hands of 
the purchaser of common stocks for the stocks o| the ^controlled 
companies. 

This principle of substitution of securities may be applied 
likewise to other types of securities of controlled companies. 
For example, in 1927, the People’s Light and Power Corpora- 
tion held all the stocks and bonds of fourteen subsidiary 
corporations. Likewise, in 1926, only nine of 64 companies 
in the Republic Railway and Light Company system had 
securities outstanding in the hands of the public. 

Economies Due to Size of Issues. — From the foregoing 
examples it is seen that the holding company substitutes large 
issues of its securities in the place of many small issues of 
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subsidiary companies. It is by this process that the chief 
economies obtained through substitution of securities arise. 
Large security issues make economies possible ^because it costs 
less, per dollar obtained, to underwrite large issues^than it 
does to underwrite small issues; further, securities of large 
issues tend to be bought and sold more frequently than do 
those of small issues. The frequent buying and selling of 
securities makes them^ore marketable^! the investor wishes 
to shift or dispose of investments; and also makes them more 
valuable as collateral because their market value can be ngore 
readily ascertained. 

These economies are of substantial importance ; but in pass- 
ing, it should be noted that certain losses occur in connection 
with the substitution of securities. The costs of acquiring* the 
control of outstanding stocks and of substituting new securi- 
ties for them are some of those losses. However, in the public 
utility field most of the operating companies are now controlled 
by holding companies, so that new substitutions represent the 
shifting of securities between holding company systems or 
growth requirements which can be effected with considerably 
less cost. Indeed, the new common stock equity money which 
the public utility industries recjuire annually represents little 
more than simple bookkeeping transactions in so far as the 
relations between most holding companies and operating com- 
panies are concerned. Of course, abuses by individual man- 
agements and political attacks may at times undermine the 
market for holding company securities in general.^ Similar 
assaults, of course, affect the credit of operating companies too. 

Economies Due to Diversification of Economic Condi- 
tions — In addition to the advantages which come purely from 
increasing the size of issues sold to the public, the substitution 
of one issue for the issues of many companies makes that large 
issue depend upon the properties of several companies. In many 
cases these properties are subject to different economic condi- 

^At the current time (1938) the public utility holding companies are still 
suffering from the attacks leveled against them by the New Deal. Eventually 
their credit will right itself. Industrial holding companies are functioning 
normally. 


344 


CORPORATION FINANCE 


tions. One company may depend chiefly upon the requirements 
of agricultural communities. Another may supply a primarily 
manufacturing district. Another may depend chiefly upon 
mining requirements. The prosperity of these various districts 
may vary from time to time; but it is not likely that all 
subsidiary companies will have bad years at the same time or 
that all will have good years at the same time. Therefore, the 
total eifect of combining several companies is to make the pros- 
perous earnings of one company offset the poor earnings of 
another company during the various ups and downs in the 
earnings of the individual companies. For example, the Asso- 
ciated Gas and Electric Company divides its territories into 
groups. In 1927, one of those groups had a total decline in 
the output of electricity of approximately 16%. However, the 
other seven groups showed an increase varying from 4% to 
16%. The canceling of one group against another showed a 
total gain in output for the entire system of more than 6%. 
Likewise, B. C. Cobb, vice president of the Commonwealth 
Power Corporation, stated with reference to that corporation 
that ^'Business conditions in some sections of the territory 
served were rather spotty in 1927 but as these conditions 
were more than offset by favorable situations elsewhere, the 
corporation had a successful year.’’ 

It is evident from the foregoing statements that a single 
security of holding corporations may represent the same 
diversification of economic conditions that would be repre- 
sented if the individual investor purchased securities in the 
individual subsidiary companies in the same proportions as 
exist in the holdings of the control company. The wealthy 
investor is in a position to buy such a diversified group of 
securities, but the small investor does not have sufficient capi- 
tal to diversify his investments so extensively. The bringing 
of equities in many companies under a single security issue of 
a holding company permits the same diversification that the 
wealthy capitalist is able to obtain, plus the further advantage 
jthat the securities of the holding corporation may be issued in 
|sufficiently small denominations for the small investor to pur- 
chase them. The small investor is thereby given the benefit 
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of diversification that it would not otherwise be possible for 
him to obtain. By thus giving the small investor a security 
that represents a broad diversification of underlying economic 
conditions, the market for the holding company’s securities is 
1 broadened, and its securities may be sold on a more favorable 
^ basis than could the securities of many underlying subsidiary 
companies. These advantages, of course, presuppose that there 
are iiot disadvantages of more than offsetting importance. 
The validity of this assumption is questionable. This angle of 
the subject is examined more fully in the chapter on Segregated 
Risk Financing. 

Typical Percentage of Common Stock Ownership. — It is 
customary for public utility holding companies to own prac- 
tically all of the common stocks of their subsidiaries. The 
accompanying chart shows that in the cases of 93% of the 
subsidiaries listed, the system holding corporation owns sub- 
stantially all of the common stocks. This chart contains data 
on 45 of the larger holding corporation systems. It shows the 
extent of the intra-system common stock holdings only with 
reference to those subsidiaries for which such information was 
available in financial statements; but, in most cases, common 
stock ownership information with regard to all important 
subsidiaries was available. The policy of owning substantially 
all of the common stocks of subsidiaries is typical of the public 
utility industries. 

Causes of 100% Control — ^The tendency to control prac- 
tically all of the common stock of subsidiaries is to be 
explained on several grounds. Of very great importance is 
the relationship of management to earnings on common stock 
equity. The earnings on common stock equity are the residue 
after payment of all operating costs and preferred claims, in- 
cluding interest on bonds and notes and dividends on preferred 
stock. |This residue fluctuates according to the efficiency or 
inefficiency of the management^ Hence, since efficient manage- 
ment is arranged for or rendered by the system control com- 
pany, it is only natural that the control company should seek 
to reap all the benefits of the efficiency it has made possible. 
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Stock Ownership Policies of Holding Corporations 


(Source : Poor’s Public Utilities Manual, 1927 ; Company Reports) 


Company 

American Gas & Electric Co 

American Light & Traction Co 

American Power & Light Co 

American Water Works & Electric Co. 

Associated Gas & Electric Co 

Atlantic Public Utilities, Inc 

Buffalo, Niagara & Eastern Power Corp. 

Central Public Service Co. 

Central States Power & Light Corp. . . 

Cities Service Co 

Columbia Gas & Electric Corp 

Commonwealth Light 8z Power Co. . . . 

Commonwealth Power Corp . 

Consolidated Gas, Elec. Light & Pr. Co. . 

Duke Power Co . . . 

East Coast Utilities Co 

Eastern Gas & Electric Securities Corp. . 
Electric Power & Light Corp. . . . . . 

Electric Public Service Co. . , . . . 

Empire Power Corp. 

Engineers Public Service Corp. . . . . . 

Federal Light & Traction Co. . . . . . 

General Gas & Electric Corp 

International Utilities Corp 

Lehigh Power Securities Corp 

McGraw Electric Co 

Middle West Utilities Co. . ... . . . 

Midland Utilities Co 

Mohawk-PIudson Power Corp. . . . . , 

Mohawk Valley Co 

National Electric Power Co 

National Power & Light Co. 

National Public Service Corp 

Nevada California Electric Corp 

The North American Co 

North American Light & Power Co. . . 

Pacific Lighting Corp, 

Penn-Ohio Securities Corp 

Peoples Light & Power Corp 

Public Service Corp. of New Jersey . . 

Southeastern Power & Light Co 

Standard Gas & Electric Co. . . . . . . 

United Light & Power Co . 

United Public Service Co. . . . . , . . 
Utilities Power & Light Corp. . . . . . 


Subsidiaries 

Number of 

95% to 100% 

Statements 

Owned* 

Examined 

. . 20 

21 

. . 12 

12 

. . 11 

15 

. . 77 

78 

. . 41 

41 

. . 8 

9 

. . 9 

9 

. . 11 

25 

. , 7 

8 

% of common 

stock of 192 

. . 43 

43 

. . 6 

6 

. . 9 

9 

. . 12 

12 

. . 13 

13 

. . 3 

3 

. . 2 

2 

. . 17 

19 

. . 6 

6 

. . 8 

8 

. . 12 

12 

. . 25 

26 

. . 30 

33 

. . 2 

11 

. . 20 

23 

. . 1 

1 

. . 32 

36 

. . 27 

29 

. . 9 

10 

. . 1 

6 

. . 9 

9 

. . 8 

9 

. . 19 

21 

. . 12 

12 

. . 31 

36 

. . 17 

18 

. . 4 

4 

. . 24 

25 

. . 14 

14 

. . 13 

13 

. . 12 

IS 

. . 64 

69 

. . 31 

34 

. . 5 

5 

. . 8 

10 


* These percentages are for amounts of stock which are intra-system owned. One 
corporation does not necessarily own all the stock which is intra-system controlled. 
The 1926 figures are considered more indicative because they represent a larger number 
of interests than now exist in the industries. 
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This it seeks to do by acquiring substantially all of the common 
stock of companies it controls. 

Another factor has been the desire to benefit from financial 
support which the holding company gives the subsidiary. In 
times of financial difficulties the holding company frequently 
comes to the assistance of a subsidiary by making funds avail- 
able for urgent purposes. In order to protect its own interests, 
it renders financial aid. In a situation of this type the minority 
stockholder rests assured that the holding company will protect 
its own interests, thereby protecting his. However, in these 
cases, as in others, the holding company seeks to reap all the 
benefits of its activities by securing ownership of substantially 
all of the common stocks of subsidiaries, 

I 

Technical considerations have been a third factor. Sub- 
sidiaries have been organized to meet some specific situation. 
In such cases, it was to be expected that the agency causing 
the incorporation would retain the common stock of the new 
company. 

A fourth factor of considerable importance is the desire 
to avoid minority interference. Theoretically so long as there 
are minority stock holdings outstanding, the business of the 
subsidiary must be conducted as the business of an independent 
corporation. Independent conduct of a corporation imposes 
hampering restrictions on relationships with the control com- 
pany, and, above all, offers obstacles to intercompany manipu- 
lation. Hence, holding company executives desire to eliminate 
all minority common stock interests in subsidiaries. 

Relationship of Securities to System Earnings and 
Assets. — Owing to the frequent publication of confused ideas 
about holding company finance, it seems appropriate at this 
point to note that holding companies cannot transgress, with 
impunity, general financial principles. The theory, frequently 
expressed, that by piling holding company on holding company 
a system can be bonded much more heavily than could^he 
underlying properties is erroneous. As has been noted under 
the subject of substitution of securities, to the extent that 
earnings are regularized by the appropriate combination of 
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properties with irregular earnings, to that extent additional 
bonding is made possible. But it must be noted that, that 
would be possible were a single corporation to own all the 
individual properties directly. The holding company bonds 
must depend upon the earnings o£ the operating properties 
quite as much as though they were direct obligations of the 
operating properties. While a pyramid of holding companies 
gives an appearance of strength to weak bonds, when judged 
by the same '‘times interest earned^^ standards which are ap- 
plied to operating company bonds, no real economic strength 
has been added. This appearance of strength may aid bankers 
in unloading securities on the public, but for long time success 
the system’s securities structure must conform to the same 
relationships and restrictions which govern the issue of securi- 
ties by any corporate organization. 

To the extent that assets are a factor in the determination 
of public utility rates, to that extent do the earnings of a system 
have a direct relationship to the assets. And since the securi- 
ties structure is dictated largely by the amount and regularity 
of earnings, the securities structure is modified by the effect 
of assets on earnings. Hence, the securities structure of the 
system as a whole must bear a rough relationship to the 
operating asset structure of the system, though the ineffective- 
ness of present day regulation makes this relationship very 
inexact. Of course, industrial holding company financial struc- 
tures have an even less exact relationship to asset structure. 

Analysis of Holding Company Securities Structures. — 
Much current literature seems to assume that by piling one 
holding company on top of another considerably more bonds 
and preferred stock can be issued against the cooperating prop- 
erties than could be issued in the absence of the pyramided 
holding company structures. Unfortunately, this is true as a' 
matter of selling securities but not as a matter of sound finan- 
cial structure. The fact that bonds and stocks have been 
issued so freely is due to public ignorance and misguidance in 
these matters. Ignorance in investment analysis is, of course, 
very widespread; but the building of flimsy pyramided struc- 



HOLDING COMPANY FINANCING 


349 




tures would not have been possible to the same extent if the 
public had not been definitely educated to unsound investment 
standards. The chief of these unsound investment standards 
is the assumption that any bond is good if the earnings of 
the corporation which issued the bond are twice as great as 
the interest charges on the bond issue. Scarcely less impor- 
tant is the false assumption that a preferred stock is good if 
the earnings available for preferred dividends equal two to 
four times the amount of the preferred dividend requirements. 
These standards are utterly unreliable as the illustration 
on pages 350-351 demonstrates. 

Certain characteristics of the statements must be explained. 
(1) The net earnings that are significant from an investment 
standpoint are those coming out of the pockets of the public. 
Mere bookkeeping sleight of hand will not support the securi- 
ties structures permanently. Hence, the only earnings that are 
important are those of the operating company or companies; 
and the financial structures of all holding companies are ulti- 
mately dependent on them. (2) The figures for the operating 
companies may be considered to be the figures of a single com- 
pany or the figures of an aggregate of operating companies. 
The theory of analysis is the same; but if the earnings derived 
by the holding companies are made more stable by tying 
together properties with earnings fluctuations which compen- 
sate each other, the times interest earned standard for com- 
bined charges may be lowered slightly. 

Otherwise, the difference in assumptions is of slight im- 
portance. (3) The holding companies are assumed to be pure 
holding companies, engaged in no business other than the 
holding of stock of the underlying company or companies. 
(4) It is assumed that each holding corporation owns 100 
per cent of the common stock of its subsidiary company or 
companies and that the remaining securities are held by the 
public. (5) Under assumption (4) all bond interest and pre- 
ferred dividends of each underlying company must be paid 
before any dividends can be paid on the common stock which 
the superimposed company owns. Hence, the only earnings of 
a subsidiary that a holding company can claim are those which 
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are over and above such prior charges. Further, the earnings 
actually paid into the holding company constitute only that 
portion of the earnings, available for common stock, which 
is actually paid out in dividends by the subsidiary company. 
However, this qualification is of little significance since hold- 
ing companies can compel their subsidiaries to pay their entire 
earnings out as dividends. On occasion, they compel them to 
pay dividends out of accumulated surplus. (6) $25,000 has 
been allowed for holding company administrative expenses. 
T^is amount is purely arbitrary ; but since the holding com- 
panies are primarily bookkeeping establishments, operating 
expenses are merely nominal. (7) No allowance has been 
made for penalty income taxes on holding companies. 

Interpretation of Illustration. — ^The statements in columns 
A:, B, and C are samples of procedure used in arriving at 
three types of statements employed by holding companies. 
Practically no published statements, of course, show the under- 
lying structure as shown here; but the basic procedure is the 
same. The economics of all three illustrations are the same, 
but the method of setting up the facts differs. 

Looking now to the ^'times interest or preferred dividends 
earned ratios,’^ it is apparent that the method of accounting 
makes marked differences in the ratios. The ratios of column 
C may be identical with those of either A or B, depending 
upon the treatment of undistributed surplus of subsidiaries. 
Further, the common methods of computation shown in col- 
umn D give a very strong appearance to the bonds and 
preferred stocks of the holding companies. In fact, the se- 
curities look ^ stronger as they become wea.ker. This strong 
appearance results from taking each company by itself with- 
out regard to the prior charges of underlying companies. In 
the case of preferred dividends, the strong appearance results 
also from considering only the ratio of the amount immedi- 
ately available for preferred dividends to those dividends. 
Were even the bond interest charges of the individual company 
combined with preferred dividends to see how securely the 
charges, were earned, the results would be vastly different. Yet 
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this method of calculating the coverage of bond interest and 
preferred dividends is used very generally by statistical serv- 
ices, bond houses, and holding corporations themselves. 

Obviously, the bonds of each holding company are little 
better than the common stock of the company immediately 
underlying them, their superiority depending upon the amount 
of bonds in comparison with the amount of common stock 
supporting them. They are distinctly inferior to the preferred 
stock of the subsidiary company. The preferred stock of the 
holding companies may be better or worse than the common 
stock of the company immediately underlying it, depending 
upon the amount of bonds with prior claim to the earnings 
on the common stock and also depending upon the amount of 
preferred stock in comparison with the amount of subsidiary 
company common stock supporting it. In the illustration, the 
returns on all securities of Holding Company #2 and Hold- 
ing Company #3 are clearly less safe than is the return on 
the common stock of the operating company, as columns 
I and K show. 

The proper way to test these securities is found in columns 
G, H, and /. The prior charge method, as indicated by for- 
mulas in column G, consists of comparing the amount of all 
charges, prior to and including the charges on the security 
under investigation, with the amount of the basic net earnings 
(of operating properties) available to meet those charges. In 
this way the fiction of the separate corporate structures is 
eliminated, and the group is treated as the single economic unit 
which it is. Column H shows the ‘'times earned ratios’^ on a 
combined charge basis. Although this is the most common 
way of showing the strength of securities, the author prefers 
the method shown in column /. This column shows the per- 
centage of basic net earnings of operating companies required 
to make the payment on the particular security possible. Thus, 
at a glance, one can tell the ’ percentage of shrinkage that can 
take place in basic net earnings before the charges on the 
particular issue are impaired. For example, a 6% shrinkage 
of operating company net earnings will impair the preferred 
dividends of Holding Company #3; a 10% shrinkage will 
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make it impossible to meet the payments on any securities of 
Holding Company #2 and Holding Company #3. 

At the beginning of this discussion, it was stated that the 
piling of one holding company upon another did not make it 
safe to issue amounts of bonds which were greatly in excess of 
the amounts that could be safely issued in the absence of such 
holding company structures. It is now apparent that if it is 
not safe to issue bonds carrying interest charges in excess of 
one-half the net earnings of the operating company, the pres- 
ence of a pure holding company does not alter that situation 
materially. A 50% shrinkage of net earnings of an operating 
company is just as dangerous under one structure as under 
another. The pure holding company can safely issue more 
bonds only if its subsidiaries have compensating fluctuations in 
earnings, that is, the good earnings performance of one sub- 
sidiary oifsets the bad earnings performance of another. Even 
so, added stability of earnings does not warrant marked 
enlargement of bonded debt. 

A purely hypothetical set up has been given. Usually, holding 
companies do not give full information concerning subsidiaries 
and sub-holding companies; so the analyst is left with frag- 
mentary materials to work with. However, a properly con- 
structed consolidated earnings statement will ordinarily give 
some basis for conclusions concerning securities of the com- 
pany with which it deals. The example, page 355, is a more than 
ordinarily complete statement. But, like most statements of 
the public utility holding corporations, it overstates the finan- 
cial strength of the issues by failing to charge out depreciation 
along with maintenance expense. In the long run, depreci- 
ation must be met in the same way that any operating expense 
is met; hence, it should be deducted ahead of the charges on 
all security issues in determining the strength of such issues. 

Pyramiding.— The pyramiding o:f the type illustrated has 
little to commend it. The advantages of holding cornpanies 
:^,hatim e been discu ssed m previous TeSrdns'^cah airBe obtained 
b y a^simnle hold ing company struct‘ufe.’""”M of theni can be 
obtained by a sinpe'Eoldin^ company all under- 


Continental Gas & Electric Corporation * 


To THE Stockholders : 

Your Board of Directors submits herewith a report of the operations of your 
Company for the year ended December 31, 1927. 

The following Comparative Consolidated Earnings Statement indicates the 
progress that has been made during the year: 


COMPARATIVE CONSOLIDATED EARNINGS STATEMENT 

Twelve Months Ended December 31 : 

Gross Earnings, Subsidiary Companies . . 

Less : General Operating Expense . . . 

Maintenance Chargeable to Operation 
Taxes, General, Federal and Income 

Total Operating Expense . . . 

Operating Profit 

Deduct : Interest and Dividends on Bonds, Notes 
and Preferred Stocks of Subsidiary 
Companies owned by the Public 
Profit Applicable to Minority Interest 
Equity of Continental Gas & Electric Cor- 
poration . 

Continental Gas & Electric Corporation : 

Expenses . 

Less Income: Interest on Bank Balances 

Miscellaneous 

Balance Before Interest Charges, Depreciation 

and Bond Discount Amortization 

Interest Paid: 

On Funded Debt: 

(a) First Lien Col. Trust S. F. 5% Bonds, 

due Nov. 1, 1927 

(b) Refunding Mortgage 6% Bonds, due 

April 1, 1947 

(c) Col. "Trust 7% G. B., Series “A”, due 

February 1,1954 

(d) Secured 6^% Bonds, Series “A”, due 

October 1, 1964 

On Commercial Loans 

On Obligations to The United Light & 

Power Co 

Total Deductions 

Balance Available for Depreciation, Bond 
Discount Amortization and Dividends 

on Stocks 

Preferred Stock Dividends : 

7% Prior Preference 

(e) 6% Preferred 

(d) 6-8% Participating Preferred 

Total Preferred Stock Dividends . . 

Surplus Earnings Available for Deprecia- 
TiON, Amortization and Common Stock 
Dividends 

Notes: (a) These Bonds Paid at Maturity, (b) Called for Redemption October 
1, 1927. (c) Called for Redemption February 1, 1928. (d) Called for 
* Redemption April 1928. (e) Called for Redemption January 2, 1928. 
1 Report, 1927, p. 23. Since the several bond issues were replaced with a 

single issue later statements of the company do not serve our purpose so well as this. 
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1927 

. $29,783,087.92 

1926 

$26,750,485,94 

12,396,202.38 

1,754,355.12 

2,278,891.32 

10,949,884.70 

1,628,040.11 

2,270,649.61 

16,429,448.82 

14,848,574.42 

$13,353,639.10 

$11,901,911.52 

4,309,213.08 
: 129,069.11 

3,875,216.00 

86,199.75 

$ 8,915,356.91 

$ 7,940,495.77 

143,643.53 

18,536.22 

1,654.75 

108,969.62 

8,900.94 

8,436.89 

$ 8,791,904.35 

$ 7,848,863.98 

159,210.82 

194,630.46 

245,754.00 

1,327,672.00 

83,811.83 

157,887.63 

760,500.00 

121.06 

760,500.00 

29,449.40 

413,781.81 

181,175.35 

1,663,179.52 

1,651,314.84 

$ 7,128,724.83 

$ 6,197,549.14 

825,646.50 

565.50 

513,049.43 

822,923.50 

2,839.50 

426,698.37 

1,339,261.43 

1,252,461.37 

$ 5,789,463.40 

$ 4,945,087.77 
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lying companies directly. Only in case business risks are to be 
Segregated or the liability of stockholders limited is it neces- 
sary to have two layers of holding companies. In some cases, 
the historical development of the holding company structures 
has made pyramiding necessary. For example, in 1926 the 
North American Company controlled the East St. Louis and 
Suburban Company. This company in turn controlled, directly 
and indirectly, eight other companies. It has been stated that 
the operating companies were controlled through East St. 
Louis and Suburban Company rather than directly because the 
controlling stocks of the operating companies were pledged to 
secure the funded debt of East St. Louis and Suburban Com- 
pany ; this arrangement makes it necessary to redeem the debt 
in order to release them. In this instance the pyramid was 
defensible. But deliberately constructed pyramids are open to 
the suspicion of existing for no good purpose. Such pyramids 
now (1938) operate under the handicap of discriminatory 
taxation. The Federal Revenue Act subjects dividends re- 
ceived from subsidiaries to additional taxation in the hands of 
the holding company. Hence, the larger the number of layers 
of holding companies, the larger the tax burden. 

Death Sentence. — Section eleven of the Public Utilities Act 
of 1935 was popularly called the “death sentence’’ to holding 
companies. It lodged tremendous discretionary power in the 
Securities and Exchange Commission with respect to the 
forced elimination of intermediate holding companies thereby 
limiting pyramiding. This act was drafted to cover only inter- 
state public utility holding companies. It does not reach indus- 
trial, railroad, or bank holding companies. Nor does it apply 
to foreign countries. 

The Financing Function. — Holding companies, particu- 
larly in the railroad and local public utility fields, frequently 
play the role of financing companies; that is, they provide the 
funds with which their subsidiaries extend their properties and 
purchase additional equipment. The method of operating as a 
financing company involves the accumulation of a large work-- 
ing capital through sale of securities or retention of earnings. 
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Funds are then advanced for temporary periods to individual 
operating properties. These advances may be made on unse- 
cured open account or may be made in the form of loans 
secured by pledge of securities of the operating subsidiaries. 
When the advances have reached sizable proportions, the 
operating subsidiary brings out a bond issue or other security 
issue and uses the proceeds to repay the advances. The hold- 
ing company then has funds with which to repeat the process. 

This method of financing operating companies gives rise 
to several advantages and economies, though the benefit of the 
economies is not necessarily passed on to the operating com- 
panies. These advantages and economies may be listed under 
five heads avoidance of delay in authorizing the issue of 
new securities, (2) avoidance of piecemeal financing, (3) free- 
dom in choosing the time of bringing out security issues, 
(4) better banking connections, and (5) better meeting of 
calamities. 

The use of a finance company avoids delays in authorizing 
security issues when it is necessary to secure stockholder rati- 
fication of a change in capitalization. The facilities may be 
purchased first and the change in capitalization ratified after- 
ward. Ordinarily, though, the holding company would control 
enough of the voting stock of the subsidiary to secure ratifica- 
tion without trouble. 

The holding company acting as a finance company avoids 
piecemeal financing on the part of subsidiaries by advancing 
small sums of money over considerable periods of time. In 
this way the subsidiaries are not obliged to bring out small 
issues of securities, but can wait until the advances are suffi- 
ciently large to warrant large issues. In this way financing 
costs are cut down, since the costs of selling large issues are 
much less per dollar obtained than are the costs of selling 
smaller issues. 

Similar to the advantage in bettering the size of security 
issues is the advantage of being able to fit the time of issue 
to money market conditions. Very frequently the money mar- 
ket is not in condition, for the issue of a given security to best 
advantage. In this case, temporary financing can be done 
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through the holding company. Later, when conditions are 
more favorable, the advances may be paid back. However, it 
will be noted that this method is not a device without limits, 
for the holding company is not in a position to extend advances 
indefinitely and in ever increasing amounts. 

The holding company frequently has an advantage over the 
individual operating company in seeking investment banking 
and commercial banking services. This advantage follows 
chiefly from the fact that the holding company represents a 
whple system of companies ; whereas the individual company 
stands alone. Hence, the holding company has greater bar- 
gaining strength. 

In time of calamity the borrowing power of the holding 
company is a source of considerable economy in subsidiary 
company financing. Public utility companies are occasionally 
severely damaged by floods, tornadoes, earthquakes, fires, and 
the like. For the time being, their credit is greatly impaired. 
In some cases they are unable to obtain accommodation; in 
other cases the accommodation is exceedingly costly. At such 
times, since its credit is only slightly affected by the troubles 
of a single subsidiary, the holding company can still obtain 
funds on economical terms. It can then advance the funds 
necessary to put the operating company back on its feet. After 
the subsidiary is rehabilitated, it can issue its securities on 
better terms and repay the holding company. ^ 

The Assumption Function. — ^The holding company acting 
as an assumption company issues its own securities against an 
assortment of securities of other companies. It was formerly 
customary to pledge the securities in the holding company’s 
portfolio as security for collateral trust bond issues; but at 
present there is a tendency to issue unsecured debentures of the 
assumption company. This change of policy gives greater lati- 
tude in substitutions of portfolio. Under the changed proce- 
dure, the assumption company assimilates the investment trust. 
Assumption companies have been used chiefly as a means of 
marketing small security issues which* have been taken in 
payment for services or eqinpment. For example, in the early 
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history of the electric light and power industry, electric plants 
found it very difficult to sell their securities to the public. 
However, in order to make sales of electrical equipment to the 
operating companies, the equipment manufacturers took their 
pay in securities of the local companies. This procedure tied 
up large amounts of working capital of the manufacturers. 
Hence, it was necessary to find some way of disposing of the 
securities. The assumption company proved a solution to the 
difficulty, since the public would buy a security based upon a 
diversified list of securities of local plants when it woul4 not 
buy the individual securities. General Electric Company used 
this device when it caused the incorporation of Electrical Securi- 
ties Corporation in 1904. The large engineering firm$ have 
also resorted to it, notably Stone and Webster, Inc. However, 
pure assumption companies are not now common in the public 
utility industries, but the assumption function is performed 
along with many other functions by the system control 
companies. 

Direct versus Indirect Financing. — In cases of consolida- 
tion by holding companies, two methods of financing are 
possible. One method is to finance subsidiary companies di- 
rectly by selling their securities (other than common stocks) to 
the public. The other is to finance those companies indirectly 
through the instrumentality of a holding corporation. In the 
latter case the holding corporation holds the securities of the 
subsidiaries and sells to the public an issue of its own securities 
based on the sum of its equities in the various companies. For 
example, only nine of the 64 companies in the old Republic 
Railway and Light Company system had securities outstanding 
in the hands of the public in 1926. 

During the decade 1920 to 1930 the public was deluged 
with propaganda concerning the alleged merits of large-scale 
indirect financing and of large-scale direct financing. Certain 
financiers favored indirect financing, notably those promoting 
the Associated Gas and Electric system. Others favored direct 
financing by operating companies. This was a period of rapid 
growth of local public utility companies and of more rapid 
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growth in outstanding public utility securities. The public 
appetite for securities was so great that both schools of thought 
sold their securities readily. Although the 1929-1937 period 
of financial shake-out has thrown much light on the relative 
weight of the arguments, it is well to examine the different 
points of view. 

Indirect Financing. — The argument for indirect financing 

I ran as follows: In many cases it is uneconomical to sell the 
securities of small subsidiaries to the public. Because of their 
size •the security issues of small direct property owning com- 
panies cost more to underwrite per dollar obtained and are 
less marketable, less valuable as collateral, and less confidence 
inspiring than are those of large companies.^ Necessarily, few 
people are interested in them. They are not widely known. 
Their values are not familiar. Consequently, they can be sold 
only at a yield which makes the cost of capital greater than 
it would be for large direct issues. These objections to small 
issues are overcome by large indirect issues which represent 
the needs of several companies. In addition, indirect issues 
offer the important advantage of being backed, not by the 
individual properties separately, but by the small properties 
collectively, thereby giving the indirect issues the support of 
diversified economic conditions. 

But on the other hand, indirect issues offer an important 
obstacle to cheap financing: viz., the difficulty of ascertaining 
the value supporting the securities of the holding corporation. 
If the investor is to form a judgment of the soundness of 
f'securities, he must investigate the condition of all the sub- 
I sidiary companies, and must ascertain the equities of the hold- 
t ing corporation in each company whose securities it holds. 
This task would be enormous if the information needed were 
available, but very rarely is sufficient information given. 

Direct Financing. — The direct financing theory can be 
brought put by the cases of Public Service Corporation of 
New Jersey and Electric Bond & Share Company. In 1924, 
Public Service Corporation of New Jersey amalgamated its 
subsidiary electric and gas properties and changed its policy 
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from that of financing those properties entirely through the 
holding corporation to that of financing them directly. In 
defending this new financial structure before the New Jersey 
Board of Public Utility Commissioners, Mr. Thomas S. Gates, 
of the banking firms of Drexel & Company and J. P. Mor- 
gan & Company, testified as follows: 

The problem we had to meet was simply this: From the banking 
standpoint simplicity is the desideratum. You must have your cor- 
porate structure simple in, order to get the investor, so there is no 
mystery and he knows exactly what he is buying. Therefore, the jirst 
thing we thought of, the first thing to do was to merge, if you could, 
that portion of the underlying electric property which was given over 
to the distribution of electricity and that which was given over largely 
to the generation of electricity in Public Service Electric Company’s 
grounds, namely, the Public Service Electric Company and the United 
Electric, and the gas company and by merging those two you simplify, 
you have a gas and electric company which covers the activities of the 
state. That is very simple. Now, then, to create a mortgage against 
that, gives you something that an investor understands, consequently 
he will pay a better price and the corporation correspondingly will 
get a better price for itself, a lower rate.^ 

The financing methods of other companies also leaned in 
this direction, notably that of the Electric Bond & Share 
Company. 

The plan of financing as developed by the Electric Bond & Share 
Co. contains, it is stated, four important features — viz. : ( 1 j the 
formation of holding companies, each to take the common stocks, in- 
cluding the voting control, of an extensive list of operating com- 
panies; (2) the merger of many operating companies in a particular 
region into a single operating company whose area of operations, 
volume of business, and earnings would be large enough to gain 
prestige with the investing public and render the company’s bonds and 
preferred stocks easily salable to the public on favorable terms; (3) 
the use of a plan of financial structure in which from 50% to 60% 
of the funds invested in the operating companies would be represented 

®P. U. R. 1924E, p. 247. The following testimony is pertinent: “It is diffi- 
cult to put It, sir in a quesl^ion of 1% or 2%, but as a matter of years I should 
think that the difference between the possibilities of developing if this plan went 
through and if it did not go through would be certainly 2%/' P. 249 
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by debentures or mortgage bonds of those companies, about one-half 
of the remainder by their preferred stocks, and the balance by com- 
mon stock to be taken by the holding company; and (4) the avoidance 
of closed mortgages and closed debenture agreements and the use 
instead of instruments that provide very large reserves of bonds for 
future needs.® 

Even before the exposures of 1929-1938, most of the larger 
holding corporation systems permitted the bonds and preferred 
stocks of their larger subsidiaries to be sold directly to the 
investing public. In cases in which direct financing is under- 
taken, the only way to secure the economies of large issues of 
securities is to consolidate subsidiaries by direct ownership of 
property. Hence the expected economies of direct financing on 
large direct property owning units is an important factor in 
the movement toward consolidation by direct ownership of 
properties. 

Non-financing Motives for Operating Consolidations.— 
It is probable that financing considerations alone, even in a 
rapidly growing industry, would not involve savings large 
enough to warrant the expenses of consolidating small operat- 
ing subsidiaries into large companies. But if economies from 
other sources can be added to the savings obtainable through 
large-scale direct financing, the total effect may be favorable to 
direct property owning consolidation and direct financing. 
Thus where consolidations are effected by stock control of 
corporations, each company must run its own business, elect 
its own officers and directors, keep separate corporate records 
and books of account, pay taxes, and make reports required by 
law. In addition, supervision by the management organization 
is complicated by the multiplicity of reports and of adminis- 
trative details required for operating purposes. Elimination of 
duplications of this character are often credited with marked 
economies. Thus President Barrows of the Narragansett Elec- 
tric Lighting Company stated, in 1925, that by the formation 
of the South County Public Service Company, economies 
would be brought about “by a concentration of purchasing, 


® Control of Power Companies, p. xxvii. 
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bookkeeping and maintenance of line crews'' which would 
make it possible to reduce 'lighting rates about one cent per 
kilowatt-hour." The opportunities for personal gain from 
"write-ups" accompanied by issuing securities on the inflated 
values has been amply covered in previous chapters. 

Simplification.— The process of reducing the number of 
companies in a holding company system is known as simplifica- 
tion. Whether the motives for simplification embrace financing 
economies, operating economies, or evasion of punitive taxes 
and regulation, the methods are the same. In exceptional cases 
a holding company is dissolved and the securities that it holds 
distributed to its stockholders. But usually a number of com- 
panies in a system are consolidated by direct ownership of 
properties. Historically most of the large corporations of to- 
day have reached their present status as a result of mergers, 
amalgamations, and purchases of total assets. Most of these 
direct property owning consolidations have been preceded by 
consolidations by stock control. With unified financial control 
major simplifications can be effected rapidly. Scores of sub- 
sidiaries can be eliminated in a brief major operation. The , 
charts, pages 364-365, show how the old Republic Railway and 
Light Company system was both simplified and pyramided. 

Simplification of Industrials. — Industrials simplify struc-" 
tures and organizations in like manner. The following an- 
nouncement was made with regard to the recasting of the 
structure of the United States Steel Corporation system 

In accordance with a program of decentralization, the United 
States Steel Corporation is planning to recast its subsidiaries along 
geographical lines, abandoning the present division, which is on the 
basis of products. 

The plan, which may be carried forward step by step, would 
provide for the formation of five or six new subsidiaries, each of 
which would take over all the plants of the corporation in its region. 
Thus, a new Pittsburgh subsidiary would absorb the plants and activi- 
ties in that region of the Carnegie Steel Company, the American 
Sheet and Tin Plate Ccttnpany, the National Tube Company and the 


^New York Times, December 6, 1933, p. 35. 
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1. Republic Railway & Light Co. 

2. Penn.-Ohio Edison Co. 

3. Zelienople Light & Pr. Co. 

4. Penn.-Ohio Electric Co. 

5. Salem Lighting Co. 

6. Pittsburgh District Electric Co. 

7. Ohio River Edison Co. 

8. Penn.-Ohio Power Co. 

9. East Ohio Power & Light Co. 

10. East End Traction Co. 

11. West End Traction Co, 

12-38. 27 township lighting co’s. 

39. Beaver-No. Sewickley Power Co. 

40. Beaver-Franklin Power Co. 

41. Lawrence-Wayne Power Co. 

42. New Castle & Lowell Realty Co. 

43. Youngstown Municipal Ry. Co. 

44. Pa. & Mahoning Valley Ry. Co. 

45. Penn.-Ohio Coach Lines 


46. Akron-Youngstown Bus Co. 

47. New Castle & Mahoningtown Ry. 

48. New Castle Elec. St. Ry. 

49. New Castle & Lowell Ry. Co. 

50. New Castle Electric Co. 

51. New Castle Traction Co. 

52. Nercer Co. Lt., Ht., & Pr. Co. 

53. Kinsman Electric Co. 

54. Boston Mining Co 

55. Ohio River Transmission Co. 

56. Shenango Valley Elec, Lt. Co. 

57. Sharon Gas & Water Co. 

58. Mahoning County Light Co. 

59. Shenango Valley Traction Co. 

60. Pennsylvania Power Co. 

61., Sharon & New Castle St. Ry. 

62. Sharon & New Castle Ry. Co. 

63. North East Coal Co. 

64. Idora Park Co. 


Figure 23. Republic Railway and Light Company System before 
Simplification 

(Source: Electrical World, 89:1193) 
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1. Penn.-Ohio Securities Corp. 

2. Republic Railway & Light Co. 

3. Penn.-Ohio Edison Co. 

4. Ohio River Edison Co. 

5. Penn.-Ohio Electric Co. 

6. Pennsylvania Power Co. 

7. Penn.-Ohio Power & Light Co. 

8. New Castle & Lowell Realty Co. 

9. Ohio River Transmission Co. 

10. East End Traction Co. 

11. West End Traction Co. 

12. Youngstown Municipal Ry. 

13. Pa. & Mahoning Valley Ry. Co. 

14. New Castle & Lowell Ry. Co. 


15. New Castle Elec. Street Ry.* 

16. Pa.-Ohio Coach Lines 

17. Akron-Youngstown Bus Co. 

18. Cleveland & Mahoning Valley 

Coach Co. 

19. H, A. K. Bus Co. 

20. Penn.-Ohio Tourist Co. 

21. Youngstown Gas Co. 

22. Elwood City Hydro-Electric Co 

23. Boston Mining Co. 

24. Shenango Valley Traction Co. 

25. North East Coal Co. 

26. Mahoning County Light Co. 


Figure 24. Republic Railway and Light Company System after 
Simplification 

(Source: Electrical World, 89:1193) 
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American Bridge Company, all of which are operating subsidiaries 
of United States Steel. 

Other regional subsidiaries probably would be established under 
the plan in Birmingham, Chicago, the Far West, the East and pos- 
sibly Cleveland. The Eastern division would include plants at Wor- 
cester, Trenton and the Philadelphia area. The Far West would take 
in the Columbia Steel Company and various subsidiaries that are 
active on the Pacific Coast. The Chicago division would embrace the 
vast works at Gary, Ind. 

For two or three years the corporation has been slowly moving 
«in the direction of regional consolidation. Several months ago a plant • 
of American Steel and Wire in the Birmingham district was taken 
over by the Tennessee Coal, Iron Sl Railroad Company. Similar con- 
solidations have been effected in the interest of greater efficiency in 
Ohio and other steel-producing centres. 

Reconstitution of the corporation on geographical lines would 
result in greater operating efficiency by elimination of much duplica- 
tion. Where several plants are in one region, each of which is 
operating at a low rate of capacity, it may be possible to concentrate 
operations more easily in the most efficient plant. Another advantage 
would be the time saved in allowing each regional head to make deci- 
sions on operations that have required the approval of committees 
or executives in New York. 

Financing Simplification — ^Under simplifications brought 
about by merger, amalgamation, and purchase of assets the 
debts of the old companies are usually assumed to avoid the 
expense of refinancing them ; and stock is exchanged for stock. 
It is customary for the successor corporation to impose a new 
open-end mortgage on all the properties and do future financ- 
ing through this vehicle. As the old underlying issues are paid, 
the new mortgage gradually becomes a first lien on all the 
properties. 

^ It is ordinarily considered undesirable to eliminate the old 
issues at the time of consolidation because they would usually 
have to be called at a premium. This expense added to that 
of selling the refunding bonds makes refunding unattractive 
except where the new company can sell long-term bonds at 
much lower rates of interest than those being paid on the 
underlying issues. 
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Refunding. — The problem of whether or not to refund 
comes up very frequently hi connection with consolidations. 
Assuming that position in the business cycle and condition of 
the security markets are such that no more favorable times can 
be expected later, the problem is largely one of mathematics. 
The vital questions are : will the future payments on a new 
refunding issue be smaller than those on the old issue? If so, 
will they be sufficiently smaller to make refunding worth 
while? This problem can be solved by comparing the respec- 
tive future payments as explained in the chapter on extinction 
of bonds. 

Dismemberment of Corporate Businesses. — Holding cor- 
poration relationships frequently arise for temporary periods 
when parts of a corporate enterprise are segregated. The 
procedure giving rise to holding corporation relationships is as 
follows: A new corporation is formed to take over part of an 
existing business. Then the properties are transferred to the 
new corporation, and the parent corporation takes the securities 
of the new corporation in exchange. If the process is to result 
in complete dismemberment of the properties, the stock of the 
new corporation is either distributed to the stockholders of the 
original corporation or transferred to other interests, for a 
consideration. 

A good illustration of this procedure in the public utility 
field is the case of the dismemberment of the Commonwealth 
Power, Railway and Light Company during the period 1922- 
1924. The procedure in this instance was as follows : The 
Commonwealth Power Corporation was organized in 1922 to 
assume control of the traction companies of the same holding 
corporation. After these sub-holding companies had been 
formed, they delivered their securities to the Commonwealth 
Power, Railway and Light Company in exchange for the 
stocks of the various operating companies which they were to 
control. Then Commonwealth Power, Railway and Light 
Company distributed the common stocks of the Common- 
wealth Power Corporation and the Electric Railway Securities 
Corporation to its stockholders and dissolved its own corporate 
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existence. Thus the traction properties and the electric power 
properties were placed in separate holding corporation systems. 

Financial Structure for Temporary Holding Corporation 
Relationships. — The financial structures of temporary holding 
corporations have no great uniformity. If the corporation is 
designed merely as an intermediate holder of securities, then 
a simple common stock structure containing one share for each 
share to be acquired will be sufficient. If a more complicated 
transaction is to be put through, the structure must provide the 
types and quantities of securities to be exchanged. However, 
if the company is to sell securities to the public for cash and 
then accumulate the control of companies by cash purchases, 
the securities structure must provide those types which the 
investing public prefers. In short, each structure is conditioned 
by the nature of the transaction to be consummated. 
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CHAPTER 22 

CONSOLIDATED STATEMENTS 


Introduction — The theory underlying consolidated state- 
ments is as follows: the basic financial relationships of any 
business institution are with the public. Its earnings must 
come from the public. They are then paid back to the public 
in the form of interest and dividends. No intermediate book- 
keeping will change this fundamental over-all relationship. 
Economically, a business which is divided into several separate 
corporate departments is to be treated as a unit for purposes of 
showing the position of the controlling corporation. Hence, 
all intercompany profits and losses and all intercompany debts 
and loans are to be eliminated so that the statements will show 
solely relationships with the public. This practice, together 
with some criticisms, is set out in the subsequent sections. 

Eliminations. — In order to show the system as a single 
unit, all items which do iiot represent relationships with the 
outside public must be eliminated from the consolidated state- 
ments. The items eliminated may be placed in the following 
four groups : 

1. All assets which represent claims against other companies 

in the system : for example, intercompany held Accounts 
receivable, notes receivable, bonds, and stocks. 

2. All liabilities which represent assets of other companies in 

the system: for example, intercompany held accounts 
payable, notes payable, bonds payable, and outstanding 
stock. 

3. All intercompany profit items from inventories and other 

assets: for example, when inventories of one company 
in the system have been acquired from another company 
in the system and have not been sold to the public, the 
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(Form for Elimmations in Consolidating Income Statements) 
Company A and Subsidiaries B and C 

Consolidated Profit and Loss Statement — Working Papers for the Year 
Ending December 31, 1921 

(Source: H. A. Finney, Principles of Accounting, 1930, vol. 2, ch. 53, p. 10) 
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As determined in separate schedule of eliminations. 
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profit of the selling company should be deducted from 
the inventories in valuing them for the system as a whole. 

4. All intercompany income statement items. These items 
which it is conventional to eliminate from the consoli- 
dated income statement include intercompany sales, inter- 
company profits on merchandise still in inventories, inter- 
est, royalties, rent, management fees, dividends, and 
other expenses of one company which represent income 
to another in the system. As will be pointed out in a 

•* subsequent section, this practice could well be modified 
in some particulars in order to give the investment 
analyst certain necessary information. 

Minority Interests. — Holding corporations do not always 
own all of the common stock of subsidiary companies. When 
this is the case, it is necessary to show the interest of outsiders 
on both the consolidated income statement and the consolidated 
balance sheet. 

In the income statement the minority interest is usually 
shown as a deduction prior to the equity of the holding 
corporation in the earnings of subsidiaries. This method is 
illustrated by the following statement of Associated Gas & 
Electric Corporation. 

This method is not satisfactory unless it is thoroughly 
understood. The minority interest in the earnings of sub- 
sidiaries is not prior to the holding company interest but is on 
the same footing; that is, both majority and minority interests 
rank equally. Hence in case of shrinkage both will shrink 
proportionally; and in case of increase, both will increase 
together. The minority interest does not have a prior claim. 

In the consolidated balance sheet the minority interest is 
likewise shown as a separate item. But here the placement of 
the item does not ordinarily lead to confusion. The only point 
to bear in mind is that the minority interest amount should 
include both the stated amount of the minority stock and the 
equity of those shares in the surplus of the subsidiaries. This 
is the general basis for presenting the statement. However, 
occasionally the equity in surplus is not indicated on the bal- 



Associated Gas and Electric Corporation 
Statement of Consolidated Earnings 


12 Months Ended Sept. - 1937 1936 

Operating revenues: 

Electric — Residential • • $38,362,321 $34,361,426 

Power . 27,772,435 24,680,796 

Commercial 20,903,204 18,270,678 

Municipal 7,330,784 6,706,185 

Electric corporations . * 4,099,655 4,330,688 

Railways . 743,276 795,786 

Total sales — Electric. ....... . $99,211,675 $89,145,560 

Miscellaneous electric ^ 806,874 787,356 

Total electric revenue ....... .$100,018,549 $89,932,916 

Gas — Residential 10,002,822 9,958,982 

Commercial 1,909,952 1,836,934 

Industrial 1,444,224 1,310,282 

Total sales— Gas $13,356,999 $13,106,199 

Miscellaneous gas . 105,098 226,717 

Total gas revenue $13,462,098 $13,332,917 

Miscellaneous — Transportation 6,258,019 5,258,347 

Heating 1,596,303 1,438,731 

Water 1,299,369 1,286,929 

Ice 1,287,634 1,216,258 


Increase 

Amount % 

$4,000,894 11.6 

3,091,639 12.5 

2,632,526 14.4 

624,599 9.3 

a231,033 aS.3 
a52,510 a6.6 

$10,066,115 11.3 

19,517 2.5 

$10,085,633 11.2 

43,839 .4 

73,018 4.0 

133,942 10.2 

$250,799 1.9 

al21,619 a53.6 
$129,181 1.0 

999,671' 19.0 
157', 571 11.0 

12,440 1.0 

71,376 5.9 


Total miscell. revenue $10,441,327 $9,200,267 $1,241,059 

Total operating revenues $123,921,974 $112,466,101 $11,455,873 

Operating expenses 53,500,657 48,442,317 5,058,340 

Maintenance 9,126,394 9,617,466 a491,071 

Prov. for taxes (incl. Fed, income taxes) . 15,325,187 10,975,033 4,350,154 


Net operating revenue $45,969,734 

Provision for retirements ......... 11,143,943 


$43,431,284 $2,538,450 
8,261,759 2,882,184 

$35,169,525 a$343,733 


1,129,815 

56,608 

1,393,064 

4,200,391 

22,273 


Operating income $34,825,791 $35,169,525 a$343,733 

Non-oper. revs, and expenses: 

Interest, dividends, &c $2,093,299 $2,073,649 $19,649 

Expenses i9r208,003 Drl74,147 33,856 

Non-operating income $1,885,295 $1,899,502 a$14,206 

Gross income $36,711,087 $37,069,027 a$35 7,940 

Fixed charges and other deductions of subs.: 

Interest on funded debt $18,339,277 $17’, 522, 314 $816,962 

Interest on unfunded debt 1,207,249 1,129,815 77,434 

Int. charged to constr. (Cr.) 115,859 56,608 aS9,2Sl 

Amort, of debt disc. & exp 1,427,129 1,393,064 34,064 

Divs. on pref. stocks paid or accrued . . 4,517,358 4,200,391 316,966 

Minority interest in net earnings .... 173,600 22,273 151,327 

Total $25,548,756 b$24, 211,251 $1,337,504 

Balance $11,162,331 $12,857,775 a$l,69S,444 

Corporation interest, &c.; 

8% bonds, due 1940 $659,034 $687,201 a$28,167 

Conv. debs,, due 1973 1,468,051 1,911,096 a443,044 

Income delientures, due 1978 4,058,145 3,413,219 644,926 

Amort, of debt disc. & exp 74,082 84,488 al 0,406 

Balance, corporation \ . $4,903,017 $6,761,769 a$l,858,752 

Expenses and taxes of co 198,122 63,820 134,302 

Bal, before int. of company ..... $4,704,895 $6,697,949 a$l,993,0S4 

Company fixed interest, &c,: 

Fixed interest debentures $3,098,914 $3,487',068 a$388,153 

Sinking fund income debs. ....... 146,709 72,767 73,942 

Interest-bearing scrip, &c 26,640 42,991 al6,350 

Amort, of debt disc. & exp 316,376 316,376 

Total C$3,588,640 C$3,602,826 a$14,186 

Balance $1,116,255 $3,095,123 a$l,978,868 


$19,649 .9 

33,856 19.4 

a$ 14,206 a.7 

a$35 7,940 al.O 

$816,962 4.7 

77,434 6.9 

aS9,2Slal04.7 
34,064 2.4 

316,966 7.5 

151,327 679.4 
$1,337,504 5.5 

$1,695,444 al3.2 


$687,201 a$28,167 a4.1 

1,911,096 a443,044 a23.2 

3,413,219 644,926 18.9 

84,488 alO.406 al2.3 

$6,761,769 a$l,858,752 a27.5 
63,820 134,302 210.4 

$6,697,949 a$l,993,0S4 a29.8 


$3,487,068 

72,767 

42,991 

C$3,602,826 


a$388,153 all.l 
73,942 101.6 
al6,350 a38.0 

316,376 

a$14,186 a.4 


Balance $1,116,255 $3,095,123 a$l,978,868 s63.9 

a Decrease, b Exclusive of that portion of such charges ranking after fixed interest 
of Associated Gas & Electric Co, for 12 mos. ended 9/30/36. c Includes no interest on 
income obligations convertible into stock at company’s option or charges ranking therewith. 

Notes: (1) The _ foregoing statement shows the actual results of operations for 
both periods. Subsidiaries acquired during the two-year period are included only from 
dates of such acquisition. (3») Non-recurring expenses in connection with the plan of 
rearrangement of debt, capitalization, investigations, legal cases, Src., amounting to 
$839,045 for the 12 months ended Sept. 30, 1937, and $2,692,725 for the 12 months 
ended Sept. 30, 1936, are not included above. Since Jan. 1, 1937, however, only the 
non-recurring expense applicable to the recapitalization plan has been excluded. (3) No 
provision is made for Federal surtax on undistributed profits, if any, for the year 1937. 
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ance sheet but is covered by a footnote. The following 
statement illustrates current practice. 


General Water, Gas, and Electric Company 
Consolidated Balance Sheet, October 31 



1937 

1936 


1937 

1936 

Assets — 

$ 

$ 

Liabilities — 

$ 

$ 

a Fixed capital . . 

20,229,811 

23,561,037 

Funded debt .... 

15,962,600 

16,645,900 

Miscl. investments . 

367,391 

34,391 

Notes payable . . . 

260,000 

400,000 

Reacquired secur. — 



Accounts payable . . 

68,165 

111,672 

par value .... 

145,000 

457,000 

Accr. int. & taxes . 

298,577’ 

312,925 

Special deposits . . 

578,717 

497,711 

Prov. for Fed. inc. 



Invests.#^ in States 



tax (est.) .... 

71,830 

93,334 

Electric & Gas Corp. 

1,428,782 


Accrued divs. on 



Cash in banks and on 



pref. stk. of subs. 

1,691 

11,941 

hand 

493,366 

744,732 

Accrued divs. on $3 



Marketable securities 



pref. stock .... 

18,793 

19,036 

at book value . . 

613,467 

306,052 

Subs, funded debt 



Accts. & notes rec., 



matured or called 



less reserve . . . 

342,537 

468,943 

for redemption . . 

4,733 

6,733 

Unbilled rev. — est. , 

108,391 

118,011 

Other current liab. . 

80,382 

81,057 

Divs. & accr. int. re- 



Consumer’s & oth, de- 



ceivable 

17,992 


posits 

86,666 

115,058 

Inventories .... 

110,7'20 

177,565 

Res. for rate reduc- 

Accts. receivable — 



tion in litig. . . . 

510,000 

390,000 

non-current . . . 


2,788 

Res. for conting., &c 

198,066 

252,857 

Prepaid expenses . . 

31,573 

32,827 

Pref. stocks of subs. 



Deferred charges . . 

1,160,060 

979,545 

publicly held . . 

290,000 

1,314,950 




Minority interest in 






common stock & 






surplus of subs. . 

36,344 

12,340 




b $3 cum. pref. stk. 

3,814,400 

3,818,605 




Com. stk. (par $1) . 

217,622 

217,615 




Paid in and capital 






surplus ..... 

3,344,989 

3,028,745 




Earned surplus , . 

404,167 

547,834 




c Pref. stk. in treas. 

I?r41,2l8 


Total ...... 

25,627,810 

27,380,602 

Total 

25,627,810 

27,380,602 


a After reserve for depreciation of $3,682,708 in 1937 and after reserve for depreciation 
and depletion of $4,696,799 in 1936. b Represented by 76,288 no par shares in 1937 and 
76,372 no par shares in 1936. c Represented by 1,114 shares of $3 preferred stock, at cost. 


Modification of Consolidated Income Statements. — ^This 
method of compiling statements is, as has been previously 
noted, open to some criticisms. Although for many purposes 
this type of statement is satisfactory, for other purposes it is 
very unsatisfactory. As has been noted in preceding chapters, 
the holding company structure is not a single legal unit but is 
a confederation of legal entities. This federated structure per- 
mits the sloughing off of a losing, unit without dragging down 
the others. It also makes it possible to Obtain legal priorities 
in claims upon earnings. Thus a holding company, by owning 
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bonds of a subsidiary, can obtain a claim against earnings 
which will rank ahead of the dividends on preferred stocfi: of 
the subsidiary in the hands of the public. The effect of these 
relationships upon the form of statements can be better seen 
by discussing the following statement of Cities Service Com- 
pany.^ 

Cities Service Company 

Consolidated Income Account, Year Ended December 31, 1932 


Gross operating revenue $168,022,101 

Operating expenses, maintenance and taxes 115,890,909 

Net operating revenue $52,131,193 

Income from affiliated pipeline companies, dividends on invest- 
ments in other companies, interest and sundry receipts . . . 5,695,624 

Excess of par over book value of bonds and debentures retired 
through sinking funds; and amortization of discount on 
bonds held for retirement 3,124,767 

Total $60,951,58^3 

Interest on notes and accts. payable and other charges (less 
interest capitalized on construction and other accounts 

$1,254,417) 2,849,475 

Interest on funded debt of subsidiary companies . 15,056,517 

Amortization of debt discount and expense of subsidiary com- 
panies 1,990,149 

Dividends on preferred stocks of subsidiary companies in hands 

of public paid and accrued 7,358,260 

Balance $33,697,182 

Proportion of net loss of subsidiary companies applicable to min. 

ints 689,122 

Total $34,386,304 

Interest on funded debt of Cities Service Co 9,692,924 

Amortization of debt discount and expense of Cities Service Co. 702,561 

Provision for Federal income tax 157,629 

Net income before depletion and depreciation ....... $23,833,189 

Depletion and depreciation as determined by companies .... 18,367,450 

Net income $5,465,740 


The wrong location of depletion and depreciation deduc- 
tions has been pointed out in another chapter. The important 
point here is that interest and dividends on subsidiaries’ bonds, 
and preferred stock held by the parent company are eliminated 
as intercompany items in the consolidated statement. This 


'^Commercial and Financial Chronicle, April 22, 1933, p. 2790. 
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practice understates the strength of holding company securities 
just as the criticised depreciation and depletion practice over- 
states it. 

The cause of the understatement is as follows : The holding 
company is dependent on the subsidiaries for its income. The 
ordinary method of determining the effect of declining gross 
of the subsidiary is to deduct the decrease from net earnings 
and then see if there is ample coverage of charges. For 
example, some investment houses have a rule that they will 
not purchase a bond whose interest plus prior charges will not 
be covered when net earnings are reduced by an amount equal 
to 10% of gross revenues. Others use a 20% standard. The 
following statements illustrate the practice. 


Gross revenue 

Operating expenses, taxes and depreciation . 

Before test 
$1,000,000 
600,000 

After test (20%) 
$800,000 
600,000 

Net earnings 

Interest of subsidiaries 

Preferred of subsidiaries 

$400,000 

155.000 

100.000 

$200,000 

155.000 

100.000 

Balance for H Co 

Co. H expense 

Co. H interest . 

$145,000 

10,000 

10,000 

Def.$5Sm 

10,000 

10,000 

Net income Co. H 

$125,000 

Def.p5,m 


Under the Cities Service form of statement, it appears that 
the company could not stand a reduction of net equal to 20% 
of gross. Yet it is entirely possible that the bond interest of 
the holding company would be covered because it might hold 
subsidiary company bonds providing an interest income suf- 
ficient to pay the expenses and interest of the holding company. 
The interest on these subsidiary company bonds would be a 
charge ahead of subsidiary preferred dividends. As a matter 
of fact, Cities Service Company did have substantial holdings 
of subsidiary company bonds. 

Improved Form of Statement. — A better form of state- 
ment eliminates all intercompany items except those showing 
prior claims in the financial structure. ^For example, assume 
that in the previous illustration Company H owned bonds of 
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the subsidiaries with interest charges amounting to $25,000. 
Under this assumption, the foregoing consolidated statement 
would be quite misleading as to the ability of the parent 
company to meet its bond interest and other expenses. By 
showing the income accruing to the parent company without 
eliminating the $25,000 interest on intercompany bonds, the 
consolidated statement can be made to give a much truer 
picture of the financial condition of the holding company. 



Average 

Earnings after 


Earnings 

20% Test* 

Gross revenue 

$1,000,000 


$800,000 

Operating expenses, taxes, etc 

600,000 


600,000 

Net earnings . . 

400,000' 


200,000 

Bond interest of subsidiaries 

180,000 


180;000 

Preferred dividends of subsidiaries 

100,000 


100,000 

Balance to Company H 

Add: Interest to H from bonds of subsid- 

120,000 

Def. 

80,000 

iaries . . , 

25,000 


25,000 

Total income of Company H 

145,000 

Def. 

55,000 

Expenses of Company H 

10,000 


10,000 

Interest of Company H 

10,000 


10,000 

Net income of Company H 

125,000 

JDef. 

75,000 


It takes but a glance at the above statement to see that even 
though there is no balance for the subsidiary common stock 
the bond interest of the subsidiaries is safe. Since Company H 
owns subsidiary bonds with interest charges of $25,000, it 
can always obtain sufficient income to pay its own expenses 
and bond interest. 

The type of statement mentioned is of considerable value 
to creditors and owners of the holding company, but it is not 
sufficiently used. The following statement of the American 
Gas and Electric Company, as shown on page 378, illustrates 
the approved practice. 

Balance Sheet Weaknesses — ^The consolidated balance 
sheet is also misleading. Since the assets are owned by a 
number of subsidiaries, the relationship of debts to assets is 
entirely concealed by the fact that one subsidiary may have a 
small amount of debts and a large amount of assets when 
another subsidiary has a large amount of debts and a small 
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amount of assets. In a consolidated balance sheet these dis- 
proportions tend to offset each other and hide the real facts. 
This is not usually a serious defect because the creditors of 
the individual subsidiaries examine the individual statements 
of the subsidiaries. However, the current position of the 
system is sometimes badly distorted. Thus a system may show 
a comfortable cash position when, in fact, the cash belongs to 

American Gas & Electric Co. 

, Period End, Oct 31-^1937^12 Mos.^1936 


Sub* Cos. Consolidated 


Operating revenue 

Operating 

Maintenance 

Depreciation 

Taxes 

. . . $74,024,306 
. . . 22,908,744 
. . . 4,197,631 

. . . 9,786,655 

. . . 10,189,962 

$69,433,499 

21,632,348 

3,919,370 

9,074,464 

9,357,903 

Operating income 

Other income 

. . . $26,941,312 
. . . 229,462 

$25,449,412 

475,870 

Total income 

Int. and other deductions 

Pref. stock dividends 

. . . $27,170,774 
. . . 10,857,725 
. . . 5,014,307 

$25,925,283 

11,245,186 

5,014,391 

Balance 

. . . $11,298,650 

$ 9,665,704 

Amer. Gas & Elec. Co. 

Bal. of sub. cos.* earns 

Int. from sub. cos 

Pref. stock divs. from sub. companies . . . 
Other income 

. . . $11,298,650 
... 3,092,207 

. . . 1,910,050 
... 181,164 

$ 9,665,704 
3,370,210 
1,910,050 
222,985 

Total income 

Expense . . . 

Int. and other deductions - 

Pref. stk. divs. to public 

. . . $16,482,073 

. . . 829,863 

. . . 2,134,242 

. . . 2,133,738 

$15,168,950 

638,955 

2,562,801 

2,133,738 

Balance . 

. . . $11,384,228 

$ 9,833;45S 


one subsidiary and cannot be used by the control company 
or by other subsidiaries. The Studebaker Corporation failed 
when its subsidiary, White Motor Company, had a very com- 
fortable cash position. In 1935, the bondholders of Baldwin 
Locomotive Works were entirely misled by a consolidated 
balance sheet of the firm and its subsidiaries. The consolidated 
statement issued to the stockholders, together with the state- 
ment filed with the bankruptcy petition, follows. 
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Baldwin Locomotive Works 


Consolidated Balance Sheet December 31 


(Report to Stockholders) 


Assets : 

Property, plant, and equipment 

First mtge. bond sinking fund 

Gen. Steel Castings Corp. stock 

Common stock in treasury 

Preferred stock of company 

Bond sinking fund 

Other investments 

Notes and other non-current credit instruments 

and accounts receivable 

Cash in banks and on hand 

Sundry securities 

Notes and other credit instruments receivable 

(current) 

Inventories 

Deferred charges 

Total 

Liabilities : 

First mtge. 5 % bonds 

5-year, 6% bonds . 

Notes and accounts payable 

Interest due Nov. 1, 1934 on 1st mtge. bonds in 

sinking fund 

Accrued accounts 

Advances receivable on sales contracts .... 

General reserves 

Reserve for contingency, bad debts, misc. res., 

and deferred credits . 

Equity of minority stockholders in capital stock 
and surplus of 

Midvale Company 

Whitcomb Locomotive Co 

7% preferred stock . . . 

Surplus 

Total 


1934 

1933 

$47,367,193 
7,626,430 
2,000,000 
1,150,000 
' 139,002 

191 
406,473 

$50,406,186 

7,302,675 

5,002,950 

1,150,000 

139,002 

3,400 

416,569 

100,477 

3,451,412 

231,329 

616,154 

7,649,177 

233,531 

2,239,962 

6,780,076 

246,539 

1,852,748 

4,975,794 

289,667 

$71,739,084 

$80,037,853 

$10,000,000 

10,473,600 

1,473,600 

$10,000,000 

10,944,400 

718,163 

157,150 

720,426 

208,696 

3,865,985 

495,048 

269,230 

554,740 

4,495,539 

34,281 

20,000,000 

9,087,088 

5,902,862 

37,906 

20,000,000 

9,250,732 

$71,739,084 

$80,037,883 


The board of directors of Baldwin Locomotive Works 
authorized the filing of a petition in bankruptcy shortly after 
they issued the consolidated statement to stockholders. The 
petition stated that th^ company would be unable to meet the 
interest on its 5-year, 6% bonds due March 1, 1935. In con- 
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Statement of Assets and Liabilities 
AS OF January 31, 1935 

(Baldwin Locomotive Works only. As filed with the 


reorganization petition) 

Assets — Plant and Equipment : $28,995,791 

Investments (subsidiaries) 18,046,869 

First Mortgage bond sinking fund 7,626,430 

Consolidated 6% sinking fund 1,191 

Cash 691,919 

Receivables (net) 1,144,106 

Sundry securities 4,754 

"Inventories 2,319,401 

Receivables (not current) 25,464 

Loan to Whitcomb Locomotive 65,000 

Deferred charges 169,019 

Total . . . . $59,089,945 


Liabilities : 

First 5s, 1940 10,000,000 

Consolidated 6 s, 1938 10,438,600 

Notes payable 26,185 

Accounts payable 939,517 

Accrued interest 532,997 

Accrued taxes 79,582 

Accrued payroll, commissions, etc 118,420 

Advances on contracts 6,080 

Total $^,14L382 


nection with this petition the company issued a statement which 
was reported as follows:^ 

George H. Houston, President, stated that at a meeting of the 
board of directors of the Baldwin Locomotive Works held Monday, 
February 25, the Treasurer of the company was directed to give 
notice that the interest due upon the $10,438,600 principal amount of 
the 5 -year, 6 % consolidated mortgage bonds will not be paid on the 
due date March 1, 1935. 

Mr. Houston called attention to the fact that on November 1 , 1934, 
a sum of $157,150 was due as interest on the first mortgage bonds 
held in the sinking fund and that this sum was not paid because in 
the judgment of the board of directors, the cash resources of the com- 
pany were required for current operations. . . . 

He stated further that the board of directors decided at its meet- 

^ Commercial and Financial Chronicle, March 2, 1935, p, 1474, 
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ing that the company would not pay the interest due on March 1, in 
the sum of $313,158 upon the consolidated mortgage bonds without 
endangering the ability of the company to continue current operations. 

It is to be noted that although the consolidated statement 
showed cash of $3,451,412, the holding company had only 
$691,919 cash. Both bond issues were the holding company's 
own. This fact explains why the bond interest was defaulted 
on March 1. 

Miscellaneous Weaknesses. — Still other weaknesses are to 
be found in consolidated statements but space does not pernlit 
a detailed discussion of them here. However, some of these 
weaknesses are as follows : 

1. Consolidated statements do not always indicate which com- 

panies have been included in the statements. Exclusion 
of weak subsidiaries results in a misleading display of 
strength. Exclusion of strong subsidiaries gives a false 
display of weakness. 

2. If the subsidiaries are engaged in different lines of business 

the consolidation of plant accounts, of equipment ac- 
counts, of inventory accounts, and of various other 
accounts may result in almost meaningless totals. 

3. Differences in methods of valuing assets may largely de- 

stroy the usefulness of combined figures for similar types 
of subsidiaries. 

4. The combination of figures of foreign with figures of 

domestic subsidiaries also raises problems of interpre- 
tation. 

Conclusion. — Despite the patent unreliability of consoli- 
dated statements they serve a useful purpose. Whether or not 
consolidated statements render a true service depends largely 
upon the use to which they are put. Such statements are of 
little use in the internal management of companies. The man- 
agers have at their command and use detailed reports from the 
individual companies. Bondholders and other creditors benefit 
very little from consolidated statements unless such statements 
are accompanied by individual statements of the companies 
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against which they hold claims. Stockholders of the parent 
company probably receive the greatest service from consoli- 
dated statements but, as has been pointed out, the stockholders 
cannot always rely upon them. 

The Securities and Exchange Commission has .ample power 
to correct abuse in this and other types of statements. Eventu- 
ally the commission will unquestionably better the existing 
practice. Section 13 of the Securities Exchange Act of 1934 
empowered the commission as follows: 

^ Periodical and Other Reports 

Sec. 13. (a) Every issuer of a security registered on a national 
securities exchange shall file the information, documents,, and reports 
below specified with the exchange (and shall file with the Commission 
such duplicate originals thereof as the Commission may require), in 
accordance with such rules and regulations as the Commission may 
prescribe as necessary or appropriate for the proper protection of 
investors and to insure fair dealing in the security — 

(1) Such information and documents as the Commission may re- 
quire to keep reasonably current the information and documents filed 
pursuant to section 12. 

(2) Such annual reports, certified if required by the rules and 
regulations of the Commission by independent public accountants, and 
such quarterly reports, as the Commission may prescribe. 

(b) The Commission may prescribe, in regard to reports made 
pursuant to this title, the form or forms in which the required infor- 
mation shall be set forth, the items or details to be shown in the 
balance sheet and the earning statement, and the methods to be fol- 
lowed in the preparation of reports, in the appraisal or valuation of 
assets and liabilities, in the determination of depreciation and deple- 
tion, in the differentiation of recurring and nonrecurring income, in 
the differentiation of investment and operating income, and in the 
preparation, where the Commission deems it necessary or desirable, 
of separate and/or consolidated balance sheets or income accounts of 
any person directly or indirectly controlling or controlled by the 
issuer, or any person under direct or indirect common control with 
the issuer ; but in the case of the reports of any person whose methods 
of accounting are prescribed under the provisions of any law of the 
United States, or any rule or regulation thereunder, the rules and 
regulations of the Commission with respect to reports shall not be 
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inconsistent with the requirements imposed by such law or rule or 
regulation in respect of the same subject matter, and, in the case of 
carriers subject to the provisions of section 20 of the Interstate Com- 
merce Act, as amended, or carriers required pursuant to any other 
Act of Congress to make reports of the same general character as 
those required under such section 20, shall permit such carriers to file 
with the Commission and the exchange duplicate copies of the reports 
and other documents filed with the Interstate Commerce Commission, 
or with the governmental authority administering such other Act of 
Congress, in lieu of the reports, information and documents required 
under this section and section 12 in respect of the same subject master. 

(c) If in the judgment of the Commission any report required 
under subsection (a) is inapplicable to any specified class or classes of 
issuers, the Commission shall require in lieu thereof of the submission 
^ of such reports of comparable character as it may deem applicable to 

I such class or classes of issuers. 
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CHAPTER 23 


HOLDING COMPANY FINANCIAL PLANS 

In proceeding to the discussion of final financial plans, it is 
weil to repeat what has been emphasized throughout this book : 
The basic relationships of any financial institution are with 
the public. Its earnings must come from the public. They are 
paid back to the public in the form of interest and dividends. 
No intermediate bookkeeping will change this fundamental 
overall relationship. Hence, the aggregate burden of debt and 
charges, whether they be in the financial structures of operat- 
ing companies or in those of holding companies, must be in 
sound proportion to the assets and earning power of the 
combined enterprises. 

Compartment Aspects — ^The holding company structure 
differs from that of simple companies in that each subsidiary 
is a risk-tight compartment analogous to the water-tight com- 
partments of a ship. If things get too serious, a subsidiary 
^can be cut off from the system and permitted to fail by itself. 
That is, it is not necessary to send good money of the parent 
company after bad if it is clear that the subsidiary cannot be 
salvaged. This means that, actually, a holding company's 
interest and dividend charges may be considerably safer than 
the consolidated statement indicates. This fact follows because 
in the usual consolidated statement, the losses of one subsidiary 
are deducted from the gains of the others. Thus, if these 
losses were cut off by eliminating the weak subsidiary, the 
combined earnings of the remaining subsidiaries would show 
an increase to the extent by which the losses of the discon- 
tinued subsidiary had formerly diminished them. To illustrate, 
take the following case in which one subsidiary is losing while 
eight subsidiaries are making a profit: 

384 
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Before Elimination After Elimination 


of Weak Sub- of Weak Sub- 
sidiary sidiary 

Net earnings of 8 subsidiaries . . . $10,000,000 $10,000,000 

Net loss of 1 subsidiary 1,500,000 

Consolidated net earnings $8,500,000 $10,000,000 


Incidentally this illustration also indicates a common way 
of juggling consolidated statements. When a subsidiary be- 
gins to lose heavily, the parent company frequently treats the 
securities owned in the subsidiary as an outside investment. 
In this way, it avoids having to take the annual losses of 
the subsidiary into the consolidated income statement. This 
manoeuver may give a better earnings picture despite the fact 
that money which will ultimately be lost is still being poured 
into the subsidiary. Hence if the losses are to be temporary, 

I the usual method of consolidating earnings should be fol- 

lowed — otherwise not. The stockholder is interested in the 
ability of the holding company to pull a subsidiary through a 
temporary period of adversity. Such ability is essential to the 
preservation of the holding company’s equity in the underlying 
company. In times when the securities markets are closed, 
when bank borrowing is limited, and when cash is low — ^the 
holding company’s ability to carry the subsidiary through is 
based on the combined earnings with the losses included. 

Maximum Debt Limits. — Bearing in mind what has been 
said previously, let us apply the principles to a case. Assume 
that three electric power and light companies are to be welded 
into a holding company system. These companies have the 
following average income statements : 

Company A Company B Company C Combined 


Gross revenues $20,000,000 $10,000,000 $12,000,000 $42,000,000 

Operating expenses, etc. . 12,000,000 5,000,000 9,000,000 26,000,000 

Net earnings 8,000,000 5,000,000 3,000,000 16,000,000 

Interest 2,500,000 2,500,000 500,000 5,500,000 

Net income 5,500,000 2,500,000 2,500,000 ia500,000 

Preferred dividend . . . 1,000,000 1,000,000 2,000,000 

Bal. to common $4,500,000 $1,500,000 $2,500,000 $8,500,000 


Case I. Assume that Company H, a pure holding com- 
pany, is to own 100% of the common stock of each of the 


386 CORPORATION FINANCE 

companies. What amount of interest charges can Company H 
safely incur? 

The standards previously discussed are as follows : 

1. Bond interest should be earned on a combined charge basis 

at least twice on the average. 

2. Net earnings should still cover bond interest after deduc- 

tion of an amount equivalent to 20% of gross revenues. 

3. All bond interest and preferred dividends of subsidiaries, 

payable to the public are charges senior to the bond 
® interest of the holding company. 


Applying these standards to the figures given above, we get 
the following maxima for combined charges. 


54 net earnings ..... 

Net earnings less 20% of 
gross 

Effective standard , . . 

Present interest 

Present preferred divi- 
dends 

Balance available for Co. 
H interest, taxes, and 
expenses 


Company A Company B 
$4,000,000 $2,500,000 

4.000. 000 3,000,000 

$4,000,000 $2,500,000 

2,500,000 2,500,000 

1.000. 000 1,000,000 

$500,000 none 


Company C 
$3,500,000 

Combined 

600,000 


$600,000 

500,000 

$7,100,000 

5,500,000 

none 

2,000,000 

$100,000 


From the foregoing analysis, it is clear that Company H 
could safely incur expenses and interest charges to the extent 
of $600,000 annually. Yet had we used the consolidated 
income statement, as shown by the combined column, seem- 
ingly, Company H could not have incurred any interest 
charges. The difference in result arises from the fact that each 
subsidiary is a separate legal entity as well as a part of the 
system. Even assuming a shrinkage of net earnings equivalent 
to 50% of net earnings or 20% of gross revenues, Company 
A would still have $500,000 available to pay to Company H 
in dividends. Company C would still have $100,000. The 
mere fact that Company B might have to pass its preferred 
dividends would not interfere with Company H’s income from 
the other two companies. Incidentally this illustration empha- 
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sizes the unsatisfactoriness of consolidated income statements 
as now prepared by accountants. 

Case II. Now let us assume that Company H owns $10,- 
000,000 of Company B 5% bonds, carrying a total inter- 
est charge of $500,000. Since Company H, by ownership 
of the bonds, would have a claim prior to the dividends on 
Company B preferred stock, it could capitalize this income by 
issuing its own bonds just as safely as could Company B. 
Company H earnings available for interest would then be : 


From Company A dividends on common $500,000 

From Company C dividends on common 100,000 

From Company B interest on bonds 500,000 


Total available for bond interest, expenses, and taxes . . . $1,100,000 

Case III. Assume that Company H also owns $6,000,000 
of Company A 6% preferred stock. Since Company A net 
earnings, with the assumed maximum shrinkage, cover the 
preferred dividends with a margin to spare (the preferred 
dividends have already been considered as charges prior to 
Company H bond interest), this income of $360,000 can be 
considered available for Company H bond interest. The sched- 
ule of dependable income would then be: 


From Company A dividends on common $500,000 

From Company A dividends on preferred 360,000 

From Company C dividends on common 100,000 

From Company B interest on bonds 500,000 

Total available for bond interest, expenses, and taxes . . . $1,460,000 


Although, as suggested, ordinary consolidated statements 
are inadequate to show these relationships, the holding 
company executives have this detailed information at their 
disposal. 

There is one angle of possible strength to the holding 
company that has been slighted. This is the ability of the 
holding company to borrow from its subsidiaries. In the above 
cases, had Company H been really pressed for funds with 
which to meet bond interest, by virtue of its control, it could 
have passed the divfdends on Company A preferred stock. It 
could then have caused Company A to lend the funds thus left 
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in its treasury to Company H provided the transaction did not 
come under Section 12 of the Public Utilities Act of 1935. 
In this way Company H could have obtained possession of 
$1,000,000 rather than of only $360,000 to which it was 
entitled as dividends. This method is not ethical, nor if com- 
plete details are proved, legal. Nevertheless, it is common. The 
preferred stockholders of Company A could defeat such a 
procedure only at the cost of expensive litigation. In some 
cases, the holding company has caused a subsidiary to issue 
moi;tgage bonds and then lend the proceeds to tide the holding 
company over. However, these methods should not be relied 
upon in building the holding company financial structure. 

A further point that might bear emphasis in this connection 
is that the earnings on which senior securities are based should 
include only those to which the companies are unquestionably 
entitled. That is, if the public utility is earning a higher rate 
of return than is legally permissible, the excess above a fair 
return should be eliminated in figuring the amount available 
for bond interest. The final structure should contemplate only 
the dependable future earnings. 

Purchasing Control with Debentures. — -In the boom phase 
of a business cycle it is not uncommon for promoters to put 
together holding company systems by issuing debentures or 
collateral trust bonds in payment for the stocks of subsidiaries. 
This practice is aptly illustrated by the following announce- 
ment concerning the transfer of control of the American Light 
and Traction Co. to the United Light and Power Co. 

The entire holdings of the Koppers interests in preferred and 
common stocks of the American Light and Traction Company are 
transferred to the United American Company, a newly organized 
subsidiary of the United Light and Power Company system, in return 
for $26,872,970 of United American 20'-year, 5% debentures and 
150,000 shares of class A common stock of the United Light and 
Power Company. 

It is obvious from what has been said that this device can 
be successfully employed only if there is unused bonding power 


^New York Times, September 27. 1928, p. 42. 
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somewhere in the structure. Unless earnings which could sup- 
port bonds are unused, the bonds issued to purchase common 
stock will not be good bonds, and in a period of business 
adversity may be defaulted. This, incidentally, has been the 
fate of the giant Middle West Utilities Company issues. 

The undesirability of issuing bonds to acquire common 
stock has been repeatedly recognized by the Interstate Com- 
merce Commission. For example, early in 1929 it approved 
only $24,784,000 of a proposed issue of $30,000,000 of bonds 
of the Chesapeake and Ohio Railway announcing that the cost 
of acquiring the Sandy Valley should be capitalized by the 
issue of stock rather than bonds.^ 

Maximum Preferred Stock Limits. — We can now follow 
through the same type of analysis to determine the earnings 
available for holding company preferred stock. Here we shall 
use the standard which requires that holding company pre- 
ferred dividends and prior charges be earned one and one-half 
times. In other words, two-thirds of the basic net earnings of 
the operating companies may be used to pay operating com- 
pany bond interest and preferred dividends and holding 
company interest and preferred dividends. 

Case I, (See previous statement of Case I) Company H 
owns 100% of the common stocks of companies A, B, and C. 
Company H has $600,000 of interest charges and expenses. 

Company A Company B Company C Company H 

Net earnings $8,000,000 $5,000,000 $3,000,000 

net earnings or amount 
available for combined 
charges and preferred 


dividends 5,333,000 3,333,000 2,000,000 

Subsidiary interest . . . 2,500,000 2,500,000 500,000 

Subsidiary preferred div- 
idends 1,000,000 1,000,000 none 

Balance to Co. H . . . . $1,833,000 none $1,500,000 $3,333,000 

Co. H interest, expenses, 

and taxes 600,000 

Available for Co. H pre- 
ferred dividends . . . $2,733,000 


^New York Times, January 24, 1929, p. 35. 
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It is now apparent that Company H's interest in Company 
B cannot be financed by the issue of preferred stock any more 
than it could be financed by the issue of bonds. The income 
available to Company H to support preferred dividends is 
obtained in the same way as was the income available to 
support bond interest, that is, by treating each subsidiary as a 
separate unit. Here we assumed that there would be frequent 
fluctuations to the extent of one-third of the net earnings of 
the individual companies. Since these frequent fluctuations 
would occur, a regular preferred dividend could be depended 
on only if preferred dividends and prior charges did not absorb 
more than two- thirds of the net earnings. Had we assumed 
that the fluctuations would not have been more than 25% 
of the average net earnings, we could have incurred total 
prior charges and preferred dividends to the extent of three- 
fourths rather than two-thirds of the net earnings. 

Case II. (See previous statement of Case II) Company 
H owns $10,000,000 of Company B 5% bonds. Since the 
income from these bonds is to be used to pay *an equivalent 
amount of interest on Company ,H bonds, the amount of 
income available for Company H preferred stock is not 
affected. 

Case III. (See previous statement of Case III) Company 
H also owns $6,000,000 of Company A 6% preferred stock. 
Since the income from this stock is to be used to support a 
like amount of Company H bond interest, it will not affect the 
amount of preferred stock that Company H can issue. 

Of course, to the extent that Company H does not utilize its 
full borrowing capacity, it can use the available earnings to 
support preferred stock instead. This observation applies in 
all of the cases assumed. 

Common Stock — It is clear that what resources cannot be 
obtained by the sale or exchange of bonds or preferred stock 
must be obtained on short-term credit or through the sale of 
common stock. Since the use of short-term credit is limited, 
the company must rely practically entirely on the sale or ex- 
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change of common stock. The amount that can be issued has 
no fixed limits, but if it is to sell at any specified price, the 
amount of common stock must be kept within a reasonable 
relationship to the earnings available for it. 

Protective Covenants oi(j^o\6xng Company Bonds. — 
Holding company debentures have two great weaknesses: 
(1) the debts of subsidiary companies may be increased after 
the holding company bonds have been issued, thereby giving 
the investor a weaker bond than he contemplated; and (2) the 
securities which constitute the holding company's assets back- 
ing the debentures may be pledged with short-term creditors 
or stolen by the officers so that little remains for the debenture 
holders. 

These weaknesses are met in two ways. The first method is 
to put a restrictive provision in the holding company bond 
covenants preventing additional issues of bonds by subsidiaries 
unless the new subsidiary bonds are pledged under the existing 
holding company issue. This type of provision is common 
among industrials. For example, the subsidiary company is- 
sues bonds. These bonds are then delivered to the trustee of 
the holding company bond issue as security for the holding 
company bond issue. The trustee may then certify additional 
bonds of the holding company if the deed of trust so provides. 
The second method is to have the securities owned by the 
holding company, pledged under the holding company bond 
issue, and delivered to an independent trustee for safe keeping. 

These provisions tend to make the holding company struc- 
ture inflexible. Subsidiaries cannot be readily released to 
permit amalgamation of subsidiaries. This inflexibility has 
been met in some cases by providing for the substitution of 
collateral behind the holding company bonds. In the older 
issues it was customary to require government bonds or some 
other specified high grade security to be deposited with the 
trustee if a substitution were made. However, in the 1928- 
1929 bull market issues were put out which contained almost 
unlimited possibilities for substitution of collateral. Needless 
to say, the substitution privileges were greatly abused. It is 
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probably desirable to hamper flexibility somewhat and return 
to the more conservative type- of provision. 

Mixed Holding Companies. — ^What has been said pre- 
viously refers to a pure holding company. If the holding 
company is an operating company as well, it can issue securities 
against its operating earnings and mortgage its operating prop- 
erties just as could one of its subsidiaries. Thus if we assume 
that Company H has an operating business with the follow- 
ing average income relationships, it would have additional 
securities-issuing capacity as indicated. 

Company H Operating Income Statement 


Gross revenues $20,000,000 

Operating expenses, etc 14,000,000 


Net earnings 6,000,000 

54 net earnings * 3,000,000 

Net earnings less 20% of gross 2,000,000 


Effective limit on interest $2,000,000 


Net earnings $6,000,000 

^ net earnings 4,000,000 

Less bond interest 2,000,000 


Available for preferred dividends .............. $2,000,000 


Therefore, Company H can issue bonds to absorb $2,000,- 
000 in addition to the amount of income available to support 
interest charges, which it has derived from its holding com- 
pany functions. Likewise it can issue preferred stock to the 
point where an additional $2,000,000 is absorbed by preferred 
dividends. 
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CHAPTER 24 


FINANCING CONSOLIDATIONS BY LEASE 

The lease has been defined as a contract by which posses- 
sion, but not ownership, of property is transferred in consider- 
ation of stated payments. The lease is used to control individ- 
ual assets, to control entire corporations, and to bring about a 
closer operating organization of companies under common 
stock control*. | It is the last two uses that concern us here. 

Extent of Control by Lease. — ^As a method of controlling 
corporations the lease is used considerably less frequently than 
is majority stock ownership. For example, of 628 cases of 
consolidation of business units and of change in corporate 
structure in the electric light and power industry, reported for 
1927 by the Electrical World, only two instances of lease were 
recorded. Both of these were insignificant. One was that of a 
municipal plant which was not susceptible to stock control ; the 
other example was that of the Clark County Water, Light & 
Power Company, a corporation which was not of sufficient con- 
sequence to be reported in Poor’s Public Utilities. Reliable in- 
formation concerning leases in other public utility industries is 
not available. However, certain indicators are available. For 
the electric railway industry, the census reports for 1927 dis- 
tinguished between lessor and lessee corporations. These reports 
showed that the mileage of track of lessor corporations was ap- 
proximately 13 % of the total miles of track of that industry ; 

but the census reports did not show the extent of concomitant 
stock control. Since the lease is often used to bring companies 
already controlled into a closer operating organization, it is 
possible that a very large proportion of the leased investment 
in the electric railway industry is actually consolidated by 
stock ownership. This "View is further strengthened by avail- 
able information concerning some of the large city systems; 
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for example, 16 of the 27 leased companies in the Pittsburgh, 
Pennsylvania, traction system were consolidated by stock con- 
trol. Hence, although it is impossible to determine the actual 
amount of consolidation by lease from the census reports, it 
is possible to state definitely that less than 13% of the gross 
capitalization of the electric railway industry is consolidated 
by means of the lease. Similar lease conditions prevail for the 
steam power railways, but here leases are more common than 
they are among the rapidly growing utilities, and they are used 
primarily to obtain a close operating organization. Thus more 
than 75% of the applications to the Interstate Commerce 
Commission, between May 1, 1920, and May 1, 1926, for per- 
mission to lease railroads were for permission to lease in con- 
junction with a common stock control. 

The lease is used extensively by the Western Union Tele- 
graph Company which does 75% to 80% of the telegraph 
business in the United States. However, in practically all cases 
the lease is an operating device, since the facilities are also 
controlled by stock ownership. 

In the telephone industry, leases of entire corporations are 
practically non-existent. This condition is also true of the 
competive industries. 

" ■ * 

Provisions of Leases. — Leases vary from rather simple to 
very formidable legal documents. The detailed provisions will 
be extensive or brief, depending on the length of time for 
which the properties are demised, the complexity of the proper- 
ties, and the identity or lack of identity of the financial inter- 
ests involved. Regardless of detail, however, the lease will 
ordinarily contain sections covering the following subjects: 
property demised or assigned, liquidation of current and de- 
ferred assets and liabilities, rental, payment of taxes and 
assessments during the term of the lease, performance of 
mortgage and contract obligations of the lessor, proper main- 
tenance and operation of the properties, the making and fianc- 
ing of property additions and retirements, term of the lease, 
surrender of the demised premises o^xi termination and the 
condition in which they shall be surrendered, and the binding 
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of successors and assigns. Some of these are matters of legal 
description and procedure which need not detain us. Others 
are of considerable economic and financial significance, and 
will, therefore, be discussed in more detail. 

Rentals. — Provisions for payment under lease contracts are 
of two types: fixed rentals and variable rentals. When the 
fixed rental is used, the leasing company agrees to make a 
predetermined payment or payments to the lessor. When the 
variable rental is used, however, the amount the leasing com- 
pany is obliged to pay fluctuates from period to period ih 
accordance with some contingency, such as the amount of 
gross or net revenue accruing from the leased property. Both 
types of rental have disadvantages. 

Fixed Rentals. — The advantage of the fixed rental is that 
the amount payable is a definitely known amount, not subject 
to change during the term of the contract. 

The disadvantages of fixed rentals arise chiefly from long 
leases. Consolidations of public utilities are ordinarily of a 
permanent character. Consequently, they are, in most in- 
stances, evidenced by long-term contracts — for 99 years or for 
999 years. During such long periods the fundamental eco- 
nomic conditions change. A long-term fixed rental lease is, 
therefore, accompanied by considerable risk. Unforeseen com- 
petition may arise ; burdensome taxes may be levied. In short, 
what was once an exceedingly profitable contract may be 
turned into a very unfortunate contract which saps the profits 
of the leasing company. For example, a decision of the 
Interstate Commerce Commission contains the following ac- 
count of the lease of the Hereford Railway by the Maine 
Central Railroad 

The applicant represents that during the past ten years annual 
revenues have ranged from $88,000 to $118,000, that the expense of 
maintaining and operating the line under present conditions is not 
less than $250,000 a year, to which must be added the rental payment 
of $64,500, and that it cannot continue to bear the heavy losses with- 


^991 C.C. 8. 
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out serious impairment of its credit, and of its ability to furnish 
adequate service on the other parts of its system. 

In cases of this type it becomes desirable to purchase con- 
trol of the lessor corporation in order to terminate the con- 
tract. Thus the decision of the commission in the Hereford 
case stated 

The applicant proposes to purchase all or the major part of the 
capital stock of the Hereford Company from the individual owners 
thereof. . . . The sole purpose of the proposed acquisition is to enable 
the applicant to abrogate or modify the existing lease under which it 
is required to operate the property. 

Components of Fixed Rentals. — It is common to make 
fixed rental contracts in terms of paying the lessor’s interest, 
taxes, assessments, cost of maintaining the corporate organiza- 
tion, rent of offices, salaries, government levies, and dividends 
at a given rate on stock. The following excerpts indicate the 
general nature of such provisions : 

The Lessee agrees to pay to or for account of the Lessor during 
the continuance of this lease, as rent for the demised premises and as 
consideration for the assignments and transfers hereby made, payable 
at the end of each calendar year except as otherwise hereinafter pro- 
vided, the following amounts : 

(a) The amount of all interest accruing for the duration of this 
lease on the funded indebtedness of the Lessor at the time outstand- 
ing ; the same to be payable as and when such interest matures. 

(b) The amount of depreciation upon rolling stock and equipment 
and depreciation upon and depletion of any and all other property 
included in the demised premises, which shall be accrued by the 
Lessor in its accounts for the duration of this lease and allowed as 
deduction in computing the Federal income tax liability of the Lessor. 

(c) The amount allowed for the duration of this lease as a deduc- 
tion in computing the Federal income tax liability of the Lessor as 
amortization of bond discount. 

(d) Such amount as may be reasonably required by the Lessor 
for maintaining and preserving its corporate existence and organiza- 
tion, but only in the event and to the extent that the Lessor shall not 
have income from other sources adequate for this purpose. 
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(e) An amount for payment of dividends upon the capital stock 
of the Lessor at the time outstanding in the hands of the public at 
the following rates: five dollars per annum on each share of first 
preferred stock, four dollars per annum on each share of second pre- 
ferred stock and two dollars per annum on each share of common 
stock; which shall be paid by the Lessee, for account of the Lessor, 
directly to or upon the order of the registered stockholders, semi- 
annually on the first day of ,1933, and upon the first day of 

each and thereafter; the Lessee hereby waiving all right 

to participate as a stockholder of the Lessor in any dividend during 
the term of this lease out of rentals payable hereunder. , 

Taxes and Assessments 

The Lessee agrees to pay all taxes and assessments, becoming due 
and payable during the term of this lease, lawfully levied, imposed or 
assessed upon or in respect of the demised premises or income of the 
Lessor and all other taxes imposed upon or required to be paid by the 
Lessor; excepting, however, taxes or assessments or portions thereof 
chargeable to property investment accounts, and taxes and assess- 
ments upon or in respect of investments or other property not hereby 
demised or upon the income of the Lessor therefrom, and other taxes 
^ and assessments to the extent that the same shall have been accrued 
in the accounts of the Lessor for the period prior to the effective date 
of this lease. Excepting taxes and assessments accrued in the accounts 
of the Lessor as aforesaid, no apportionment shall be made of taxes 
and assessments for the calendar or tax year in which this lease shall 
become effective. 

These provisions are designed to prevent disruption of the 
contract. The lessor provides for the cost of continuing its 
corporate existence so that it can oversee the performance of 
lease covenants and retain its franchises. The payment of 
interest, taxes, and assessments protects the lessee from loss 
of the property to prior lien holders. 

Variable Rentals — Variable rentals may be contingent on 
a variety of things; but ordinarily they are based on gross 
revenue, net earnings, traffic, or output. 

They are used where the future earning power of a corpora- 
tion is surrounded wit4i considerable uncertainty. If there is 
doubt that the company being leased will earn a rental, the 
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lessee is unwilling to contract to pay a fixed rental. On the 
other hand, if the properties promise to prove prosperous, the 
lessor corporation objects to a fixed rental because it prevents 
participation in the profits.^ The fact that the amount of the 
variable rental usually depends upon the earning power of the 
property gives rise to difficulties for both the lessee and lessor. 
From the standpoint of the leasing company variable rentals 
involve sharing the profits of its efficiency and also incurring 
the additional expense of accounting separately for the earn- 
iugs of the leased property. From the standpoint of the lessor 
corporation, inability to secure proper accounting for rental 
purposes is a very substantial objection to contingent rentals. 
Especially is it difficult to insure proper segregation and report- 
ing of revenues if thousands of individual accounts are in- 
volved, as in the electric, gas, and telephone utilities. For 
example, the author once investigated a case where uninten- 
tional discrepancies amounting to nearly $100,000 over a 
period of three years, had crept into the accounting for certain 
electric light and power properties — ^these despite audits by 
both companies! What might have been the limits of such 
discrepancies had there been willful dishonesty on the part of 
the leasing company? 

Maintenance of the Properties. — Leased property, like all 
other property, is subject to depreciation and obsolescence. It 
is desirable, therefore, to enter into covenants providing in 
detail for the maintenance and inspection of leased assets. 
Such restrictions add to the burdensomeness of lease contracts 
and only too often prove inadequate under changing economic 
and political conditions. Frequently they have prevented use 
of the lease. The difficulties standing in the way of protecting 
the lessor’s rights have always obstructed the use of the lease 
in consolidating industrial corporations. In fact, the short 
duration of patents and the fickle character of competitive good 
will have militated against its use in all fields except those 

® Such is the situation with respect to the properties leased to the Common- 
wealth Edison Company by Public Service Compfiny of Northern Illinois. The 
Public Service Company of Northern Illinois did not lease entire corporations 
to the Edison Company, but the principle is the same. 
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where the factor of natural monopoly is large ; and even here, 
the lease has had but slight popularity. It is equally difficult to 
protect the lessor’s and lessee’s interests. Unforeseen changes 
in economic conditions may force the lessee corporation to 
rebuild entire systems in order to operate at a profit. Further, 
governmental interference may force costly betterments and 
alterations; e.g., elimination of grade crossings. These 
changes are especially difficult to foresee and provide for in 
contracts which run for centuries. Thus there is always the 
possibility of an element of onus and maladjustment where 
ownership and possession are separated. 

The following excerpts illustrate the brief type of provision 
in railroad leases. The first two resulted in litigation. 

The Lessee agrees to operate the demised premises and to main- 
tain the same in a proper state of repair, and to bear all cost and 
expense thereof chargeable to operating expenses or otherwise than 
to investment accounts. 

The Lessee corporation covenants to 'Return said road and prop- 
erty, both real and personal, at the termination of this lease, in as 
good condition and repair in all respects as it is now in, natural wear 
only excepted.^* 

The Lessee assumes no obligation to surrender the demised 
premises in the same condition as that in which they shall be received 
by it on the effective date of this lease, or to fully replace property 
worn out, retired, abandoned or destroyed, but its obligation shall be 
satisfied by the surrender of the demised premises in a proper state 
of repair. 

Advantages of Lease Method of Consolidation. — The 
chief advantage of the lease method of consolidation to the 
lessee interests is that it gives operating control of companies 
without requiring new financing. No new capital need be raised 
by the controlling corporation to purchase assets or stock con- 
trol, as is the case with other methods. However, in many cases 
this advantage is outweighed by the disadvantages which arise 
from the separation of possession and ownership. A survey of 
public utility systems shows that employment of the lease as a 
means of consolidating corporations is more frequent in those 
industries which have a slow growth of investment : namely, in 
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the electric railway, steam railroad, telegraph, and gas indus- 
tries.* ** The electric light and power and telephone industries, in 
which investments have grown rapidly, appear to be compara- 
tively free from consolidations by lease. This fact suggests that 
the problems of financing extensions and of providing for 
changing economic conditions, when possession and ownership 
are separated, are of considerable importance in determining 
the method of consolidation to be used. 

Problems Arising on Termination of Leases — Although 
lease contracts may be drawn with a view to preventing ter- 
minations thereof without the consent of both parties, this 
ideal may not be attained. There are always possibilities of 
unforeseen legal technicalities which permit cancellation by a 
party when it is to its advantage to do so. There is also the 
possibility that owing to temporary or permanent conditions 
the leasing company will default. Default may cause the 
lessee to lose a valuable lease, together with any improvements 
that it may have made in anticipation of a long period of 
tenancy. Further, there is the contingency that the leasing 
company will be placed in a receivership. In this case the 


* The gross capitalization of electric railways is actually declining according 
to census returns. In 1917 the gross capitalization was $5,532,223,818 and in 
1923 it had decreased to $5,446,794,547. Many individual companies, however, 
increased their capitalization, (See Census of Electrical Industries: 1922 — 
Electric Railways, p. 11, Table 2.)^ The slight rate of growth in the telegraph 
industry may be shown by an examination of two of the leading systems in this 
field: the combined funded debt and capital stock of Western Union Telegraph 
Company and subsidiaries totaled $147,210,537 in 1921 and $147,318,430 in 
1925, an average annual increase of approximately 14/1000 of 1%. (Poor’s 
Publpc Utilities Manual^ 1927, p. 942.) The Mackay Companies reported: ‘The 
Companies during the past 20 years have issued no new securities, but all 
capital expenditures have been provided from reserves and earnings.” {Ibid,, 
p. 162.) The manufactured gas industry (the oldest of the group) has shown 
less rapid growth than either the electric light and power or the telephone 
industries. From 1914 to 1919, the value of plant and equipment in this indus- 
try increased from $1,252,421,584 to $1,485,656,265 — slightly more than 
$200,000,000. {Census of Electrical Industries: 1922 — Electric Light and Fowfer 
Stations, p. 12, Table 9.) It must be noted, however, that these figures are not 
strictly comparable to those preceding because these cover the war period when 
normal growth was retarded and prices inflated. The electric light and power 
and telephone industries have shown the greatest growth in this group. The 
value of plant and equipment in the electric power and light industry increased 
from $3,711,924,000 in 1919 to $8,084,000,000 in 1927 — more than double the 

1919 figure. {Electrical Worlds 91:32.) The plant investment of the Bell 
System increased during approximately the same period (1919-1926) from 
$1,215,944,184 to $2,783,023,059 — ^far .more thap double the 1919 figure. {Annual 
Report, American Telephone and Telegraph Company, 1926, p. 31.) 
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receiver is empowered to break the lease. If the lease has been 
in force for a long time, the lessor may have become purely 
an investment corporation, and may be embarrassed if forced 
to retake possession of its property. Thus the New York 
Times remarked of the Manhattan Railway Company:® 

The present owners of the Manhattan are not the original owners 
who operated the elevated lines long before the Interborough came 
into being with the construction of the first subway. The present 
owners have no facilities for operation and would be greatly embar- 
rassed if forced to take the lines back. 

■7* 

A similar lack of an operating organization forced the sale 
of stock of the American Telegraph & Cable Company to 
Western Union Telegraph Company in 1929. The New York 
Times account of the transaction is as follows:® 

A plan to effect a complete merger between Western Union and 
the American Telegraph & Cable Co., which it leased for a fifty-year 
period in 1882, was announced yesterday. The committee repre- 
senting the stockholders of the A. T. & C. stated that it has accepted 
an offer of $27 a share, payable up to and including December 31, 
1929. 

By reason of the expiration of the lease the holders of A. T. & C* 
Company shares were awkwardly placed and virtually had to make a 
deal of some kind before 1932. The cable lines had value to the 
lessor, but not to an extent indicated under the terms of the old lease. 
Hence the committee of shareholders negotiated with Western Union, 
and had a valuation made up by outside engineers. The present 
agreement is the result. 

Dangers of Manipulation and Litigation It is always 

possible for abuse and misunderstanding to creep into inter- 
corporate transactions. Questions of accounting, particularly, 
are likely to arise when contingent rentals are involved. Liti- 
gation of disputed points is both costly and damaging to all 
parties concerned, and in many cases may take the profit out 
of the entire lease transaction. 

Although abuses may take a variety of forms, there are 

» February 13, 1928, p. l7 

* December 3, 1929, p. 4. 
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two outstanding forms of abuse connected with leases. Both 
arise when lessor and lessee are under common control. Very 
common is the practice of throwing profits from one concern 
to another by contracting excessive or insufficient rentals. The 
other practice involves purchasing control long enough to 
negotiate a very favorable lease and then feeding the stock of 
the lessor back to the public. To protect the public against the 
latter practice, the Interstate Commerce Commission has often 
authorized an application to lease on condition that the lessee 
road would not sell, pledge, or otherwise dispose of the stock 
wfthout the consent of the Commission. 

Cost of Maintaining Separate Corporate Entities. — Since 
the lessor corporation must continue in existence in order to 
oversee the performance of the lease contract, an otherwise 
unnecessary corporate entity is retained. The costs of keeping 
its charter alive — ^the maintenance of a nominal organization, 
the payment of franchise taxes, etc. — ^must come from the 
revenues yielded by the leased property. These costs, although 
not large, are necessary, and therefore are a factor promoting 
consolidation by direct property ownership in place of con- 
solidation by lease. 

Use of the Lease to Simplify Operating Although the 

lease is frequently used as a sole means of consolidation, it is 
probably most often used as a medium for simplifying opera- 
tions where common control and direction are already present; 
Thus more than 75% of the applications to the Interstate 
Commerce Commission, between May 1, 1920, and May 1, 
1926, for permission to lease railroads were for permission to 
lease in conjunction with a common stock control. An appli- 
cation by the Union Pacific Railroad Company to the Inter- 
state Commerce Commission sets forth the following ad- 
vantages'^ of leasing controlled corporations: 

It is stated by the applicant that the proposed lease will enable it 
to operate the railroad of the Pan Handle as a part of its system, 
which will eliminate much of the separate accounting now necessary. 


^ Finance Docket No. 9422. 
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It is expected that economies in operation will be effected through a 
better alignment of operating divisions and the reduction of overhead 
expenses. It should also simplify the work of preparing reports re- 
quired by Federal and state regulatory bodies. 

Formal Character of Operating Leases When corpora- 

tions already under single financial control are leased to one 
another, the lease becomes a mere operating device. It is 
obvious that where a common owner both offers and accepts 
a proposition, the terms can be arranged so as effectively to 
meet regulative, economic, and tax conditions. The rental nlay 
be reduced to a nominal sum (sometimes to a single, small 
initial payment), and the accounts may be merged with those 
of the lessee company. If at any time the terms of the lease 
become unsatisfactory, the common owner is always in a 
position to agree with himself to change them. Thus when 
stock control and the lease come to exist side by side, the 
emphasis is shifted : the real bond of common financial control 
is the bond of ownership. The lease becomes a mere instru- 
mentality to promote a closer operating organization, easily 
modified or dispensed with at the whim of a single party — ‘the 
common owner. 

Power to Enter into Leases. — A corporation has practi- 
cally unrestricted power to take or dispose of individual pieces 
of property by lease in furtherance of its objects of incorpora- 
tion; but its power to lease its entire properties to another 
corporation is limited. Briefly stated, these limits are as 
follows : A public service company cannot disable itself from 
performing its public duties by leasing its entire properties to 
another corporation unless it has the consent of the state. This 
consent may be found in the constitution, statutes, or charter ; 
but at the present time it is ordinarily obtained from a regula- 
tory commission to which the legislature has delegated the 
administration of such grants. Other corporations can dispose 
of their entire assets unless forbidden by statute, charter, or 
constitution. From the standpoint of the lessee corporation, 
the taking of the asMs of another corporation must be in 
furtherance of the objects of the lessee corporation. This 
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restriction applies equally to public service and non^public 
service corporations.. 

Rights of Stockholders. — ^The general (but not universal) 
common law rule is that the transfer by lease of the total 
assets of a corporation is such a departure from the purposes 
of the corporation that it must have the unanimous consent 
of the stockholders unless the corporation is failing. In the 
latter case a majority of the stockholders may authorize a lease 
of the entire assets for a reasonable period as a step in liquidat- 
ing the corporation. This limitation is based on the principle 
that every stockholder of a prosperous going concern has a 
right to insist as a matter of contract that the affairs of the 
corporation be administered by its own officers as a profit 
making enterprise. 

This general rule has been modified by statute in about .half 
of the states so that a specified majority of the stockholders 
can now ratify a lease of the entire assets of the corporation. 
The majority required ranges from a bare majority (of the 
amount of the outstanding stock), as in Delaware, to a four- 
fifths majority in Alabama. The most common requirement is 
that a two-thirds majority must ratify the lease. 

When less than unanimous consent is required, provision 
is usually, although not invariably, made that the corporation 
shall purchase the shares of dissenting shareholders at some 
value specified in the statute. The general nature of these pro- 
visions has been discussed in a preceding chapter. 

Rights of Creditors — The creditors of the lessee company 
have no right to interfere with a lease contract unless they have 
reserved that right in their debt agreement. It is true that their 
interests may be impaired by an increase in the obligations of 
the company, but that is a risk they run. However, they can, 
of course, subject the leasehold interest of the lessee to their 
claims. 

On the other hand, the creditors of the lessor company have 
definite rights which they can enforce. If the entire property 
of a corporation is leased to another corporation with notice, 
the property may be followed into the hands of the lessee and 
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applied to the satisfaction of the debts on the theory that 
the property of a corporation constitutes a trust fund for 
the payment of its obligations. 

To avoid misunderstandings and possible legal complica- 
tions, provision for the debts of the lessor is ordinarily made 
in the lease. Usually the lessee agrees to pay the debts of the 
lessor maturing during the period of the lease. Occasionally, 
however, there is a clause stating specifically that the lessee 
shall not be liable. If the debts have been assumed, the credi- 
tors can sue the lessee directly upon the assumption clause. 

<n 

Mortgage and Contract Obligations. — Provision is made 
for the lessee to perform the mortgage covenants and contract 
obligations of the lessor. The following sample is from a 
railroad lease 

The Lessee agrees to perform all covenants on the part of the 
mortgagor contained in any mortgage made by the Lessor or its cor- 
porate predecessors to which the demised premises or any part thereof 
are subject, except covenants to pay the principal of the indebtedness 
secured by such mortgage or underlying mortgages and except cove- 
nants to replace any part of the mortgaged properties. The Lessee 
assumes and agrees to perform and observe all obligations of the 
Lessor under any and all leases, trackage contracts, franchises, ordi- 
nances, easements, licenses and other contracts demised, assigned and 
transferred to the Lessee by this lease, or to which the demised 
premises or any part thereof may be subject; provided that all ex- 
penditures by the Lessee in performance of any of the aforesaid 
obligations which are chargeable to investment accounts shall be 
charged to and reimbursed by the Lessor, and that any moneys or 
other considerations received by the Lessee under any of said leases 
and contracts which are properly creditable to investment accounts 
shall inure to and become the property of the Lessor. The Lessee 
shall have the right to secure the extension, modification or abroga- 
tion of any lease, trackage contract, franchise, ordinance, easement, 
license or other contract deemed by it desirable in the interest of the 
demised premises as a whole or advantageous in the operation thereof. 

Rights of the Lessor Company — The lessor company 

retains its corporate existence, powers, and other rights not 


^ Interstate Commerce Comn^ission, Finance Docket 9422. 
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transferred by lease. Most important of the retained rights of 
the public service corporation is the right of eminent domain. 
The company cannot transfer this right but usually permits 
the lessee to bring actions in its, the lessor’s, name. The fol- 
lowing is a. sample provision:^ 

Upon the request of the Lessee, from time to time, the Lessor 
will, to the extent of its rights and powers, permit to be instituted 
and prosecuted in its name proceedings in the exercise of the right 
of eminent domain or otherwise for the acquisition of additional prop- 
erty, rights of way, rights to cross, intersect or connect with other 
railroads, or rights to cross rivers, canals or other waterways or 
public highways, which shall be deemed necessary or desirable for the 
purposes of additions to or betterments or extensions of the demised 
premises. 

Financing Extensions. — 

For the purpose of reimbursing the Lessee for the cost of addi- 
tions to and betterments and extensions of the demised premises 
chargeable to the Lessor, less credits upon retirements, destruction 
and sales of property, under the foregoing provisions of this article, 
the Lessor, from time to time during the term of this lease, will sub- 
ject to any necessary governmental approval, upon request of the 
Lessee, make, execute, issue and deliver to the Lessee, in such 
amounts as may be necessary for the purpose aforesaid bonds, notes 
or other evidences of indebtedness, as the Lessee shall elect, bearing 
such rates of interest and payable at such times as the parties hereto 
shall determine, and, if so requested by the Lessee, secured by mort- 
gage upon the demised premises or any part thereof.^® 

Where continual extensions must be made, the financing of 
new undertakings is made difficult by the separation of posses- 
sion and ownership. If extensions are to be financed by 
issuing securities of the lessor corporation, such extensions are 
likely to be hampered by disagreements or burdensome 
covenants. Furthermore, financing by the lessor cannot or- 
dinarily be undertaken so economically as can financing by 
large direct property owning companies because the issues of 
lessor companies are often small and lack diversification of 

^ , 


^Ibid, 
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underlying economic conditions.^^ For example, if each of 
five properties require new capital to the extent of $500,000, a 
single corporate owner could bring out an issue of $2,500,000, 
but five separate lessor corporations would be forced to bring 
out single issues of $500,000 each. The weakness of this type 
of financing is stated clearly in the following excerpt from an 
application before the Interstate Commerce Commission 'P 

The simplification of applicant's financing. The necessary capital 
requirements of the Pacific Company and its subsidiaries in the past 
have been provided, so far as possible, through the First and Refund- 
ing Bonds of the Pacific Company, dated April 1, 1904, maturing 
April 1, 1934. The capital requirements of the various subsidiaries 
have been provided by advances from the Pacific Company, for which 
the subsidiaries, respectively, have delivered to the Pacific Company 
their bonds at par. The various finance dockets of the Commission 
involving such bond issues will be referred to at the hearing. The 
bonds of the subsidiaries are not as a rule readily marketable, so that 
the Pacific Company has not always been able to recoup itself for 
these advances on satisfactory terms. 

On the other hand, if tfie lessee corporation is obliged to 
finance extensions, it is hampered by the fact that it cannot 
use the extensions as backing for its securities, or trade on the 
equity of the leased ownership unit. In addition, the fact that 
extensions pass to the lessor at the termination of the lease 
often deters all except necessary additions. If the lease is to 
expire shortly, there will not be time to profit from extensions ; 
and even if the lease is for a long term of years or for per- 
petuity, there is the risk of losing investments in extensions 
in case the lease is terminated by default or through legal 
technicalities. 

Control of Subsidiaries of Lessor. — When the lessor has 
subsidiaries which conduct parts of the business, it is customary 


^ In holding corporation systems this difficulty is sometimes obviated by 
selling the new securities of lessor corporations to the holding corporation, 
which then pledges them under its large issues. However, according to testi- 
mony introduced in behalf of Public Service Company of New Jersey, leased 
properties in that system increased the cost of borrowed capital nearly 2%. 
(See 9 X Electrical World 82/ and Public Utility Reports 1924 E), 

^Finance Docket 9410 of Interstate Commerce Commission. 
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to provide in the lease that the lessee shall vote the stock of 
the subsidiaries. In this way the lessee can conduct effectively 
all parts of the business. 

Financial Risk of Rentals — Rentals like interest are pay- 
ments for the use of capital. In the one case, however, the 
capital has been sunk in specific property before it is rented; 
in the other, liquid funds are borrowed and sunk by the bor- 
rower. However, the effect on the financial structure of the 
lessee will be the same for both types of payments. Each con- 
stitutes a contractual obligation which will entail serious con- 
sequences if defaulted. 

The risk attaching to a rental obligation will, of course, 
vary with the nature of the rental. If the rental is contingent 
on net earnings, then the risk is nil, since no payment is re- 
quired unless net earnings are sufficient to cover it. However, 
rentals contingent on gross revenues, traffic, output, etc., con- 
tain a distinct element of danger because net earnings can be 
entirely wiped out by only a small reduction in gross revenues. 
The extent of the danger depends upon the amount of deficits 
and rental to be absorbed in poor years. The fixed rental, being 
rigid, is most dangerous of all. It partakes of the invariable 
character of bond interest and has the same effects on the 
financial structure of the enterprise. Consolidated net earnings 
should cover the combined interest and rental payments the 
same number of times that they should cover the interest 
requirements of a system having no rentals. For example, if 
we accept a standard requiring net earnings to cover bond 
interest of a company twice on the average, then in case there 
are rentals, we should expect combined bond interest and 
rentals to be covered twice. If we should hold that combined 
interest and preferred dividends should not exceed two-thirds 
of the average net earnings, then for the preferred stock to be 
good, the combined rentals, interest, and preferred dividends 
should not exceed that proportion of the net earnings. It is 
well to dwell on this point because much mistaken analysis is 
centered around a failure to recognize the fundamental im- 
portance of rentals as fixed charges.^ 
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Example : A Fixed Rental Lease. — - 


Company A before Taking over Properties of Company B by Lease 


i 

Gross revenues 

Operating expenses, taxes, etc. . 

1 Net earnings 

j Interest 

Net income 

j Preferred dividends 

j Available for common stock . . 

Good Year 
. . . $200,000 

. . . 100,000 

. . . 100,000 

. . . 50,000 

. . . 50,000 

. . . 5,000 

.... 45,000 

Average 

Year 

$175,000 

95.000 

80.000 

50.000 

30.000 
5,000 

25.000 

Poor Year 
$150,000 

90.000 

60.000 

50.000 

10.000 
5,000 
5,000 

Company B before Lease of its Properties to Company A 

Gross revenues 

Operating expenses, taxes, etc. . 
Net earnings 

Good Year 
. . . $100,000 
. . . 50,000 

... 50,000 

Average 

Year 

$87,000 

47.000 

40.000 

Poor Year 
$75,000 

45.000 

30.000 

^ Company A takes over the properties of Company B under 

a lease which provides for a fixed rental of $45,000 a year. 
Combined operations will reduce expenses by $5,000 a year. 

Company A after Entering into the Lease 

Gross revenues . 

Operating expenses, taxes, etc. . 

Good Year 
. . . $300,000 
. . . 145,000 

Average 

Year 

$267,000 

137,000 

Poor Year 
$225,000 
130,000 

Net earnings 

Interest 

Rental 

. . . 155,000 

. . . 50,000 

. . . 45,000 

130,000 

50.000 

45.000 

95.000 

50.000 

45.000 

j Net income 

j Preferred dividends 

. . . 60,000 

. . . 5,000 

35,000 

5,000 

none 

none 

j Available for common stock . . 

. . . 55,000 

30,000 

Def. 5,000 


In the preceding example, earnings available for common 
stock are increased by $10,000 in good years and in average 
years by the leasing of Company B’s properties. However, in 
a poor year earnings available for common stock are com- 
pletely wiped out and a deficit of $5,000 occurs. 

This example, purely arbitrary, shows the dangers that 
may be encountered when the lessee already has all the bonded 
indebtedness that it can soundly bear. The large fluctuations 
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in the income available for common stockholders are the 
result of trading on the equity. 

For Company A’s financial structure to be considered con- 
servative combined interest and rentals should not exceed 50% 
of the average net earnings and combined interest, rentals, and 
preferred dividends should not exceed 65% of the average net 
earnings. Actually, combined interest and rental charges take 
73% and combined charges and preferred dividends take 
77% of average net earnings. In the poor year combined 
charges take all of the net earnings. Nothing is left for either 
preferred or common stock. 

Example: Variable Rental Lease (Net Earnings) — It is 
well to emphasize again that from the standpoint of meeting 
obligations the least dangerous type of rental is that contingent 
on net earnings. Being contingent on net earnings, such a 
rental is not payable unless there are net earnings. Neverthe- 


COMPANY A BEFORE TAKING OVER PROPERTIES OF COMPANY B BY LeASE 


Gross revenue .............. 

Operating expenses, taxes, etc 

Net earnings 

Interest 

Net income 

Average Year 
. . $200,000 

. . 150,000 

. . 50,000 

. . 20,000 

. . 30,000 

Poor Year 
$150,000 

130.000 

20.000 
20,000 

none 

Company B before Lease of its Properties to Company A 

Gross revenue . . . . .... . . . . . . 
Operating expenses, taxes, etc. .... . . . 
Net earnings 

Average Year 
. . $100,000 
. . 75,000 

. . 25,000 

Poor Year 

$75,000 

65.000 

10.000 

Company A after Entering 

into the Lease 


Gross revenue 

Operating expenses, taxes, etc . 

Net earnings 

Interest 

Rental (80% of net earnings of B) 

Net income . 

Profit to A from lease r 

Average Year 
. , $300,000 

. . 225,000 

. . 75,000 

, . 20,000 

. . 20,000 

. 35,000 

5,000 

Poor Year 
$225,000 
195,000 
30;000 
20,000 
8,000 
2,000 
2,000 
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less, even such a lease is not free from burdens in a poor year 
because operating losses must be absorbed by the lessee com- 
pany. 

Example: A Variable Rental Lease (Net Earnings with 
Operating Deficit). — 

Company A before Taking over Properties of Company B by Lease 


Gross revenue 

Operating expenses, taxes, etc. 

Net earnings 

Interest 

Net income . . 


Average Year Poor Year 
. $200,000 $150,000 

. 150,000 130,000 

. 50,000 20,Q(J0 

. 20,000 20,000 

• 30,000 none 


Company B before Lease of its Properties to Company A 


Average Year 

Gross revenue $100,000 

Operating expenses, taxes, etc. . 75,000 

Net earnings 25,000 


Company A after Entering into the Lease 

Average Year 

Gross revenue $300,000 

Operating expenses, taxes, etc 225,000 

Net earnings 75,000 

Interest 20,000 

Rental (80% of net earnings) 20,000 

Net income 35,000 


Poor Year 
$55,000 
65,000 
Dej, 10,000 


Poor Year 
$205,000 

195.000 
10,000 

20.000 
none 

Del 10,000 


In this case it is clear that even a rental contingent on net 
earnings is not free from danger to the lessee company if the 
leased property produces an operating deficit rather than net 
earnings. Even though the terms of the lease required the lessor 
to absorb a portion of the loss, the lessee might find itself 
obliged to meet the loss in the poor year because the lessor 
was unable to pay. 


Example: A Variable Rental Lease (Gross Revenues). — 
As we pass from net earnings to other bases, such as traffic, 
output, or gross revem^es, the financial risks increase since the 
properties may produce much traffic or gross revenue without 
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producing any net earnings with which to pay the rentals. 
Thus in the following example the rental contingent on gross 
revenues threatens the financial structure quite like a fixed 
rental. 


Company A before Taking over Properties of Company B by Lease 


Gross revenue 

Operating expenses, taxes, etc 

Net earnings . 

Interest 

N%t income • 

Average Year 

$200,000 

150,000 

50,000 

20,000 

30,000 

Poor Year 
$150,000 
130,000 
20,000 
20,000 
none 

Company B before Lease of its Properties to Company A 

Gross revenue 

Operating expenses, taxes, etc 

Net earnings 

Average Year 

$100,000 

75,000 

25,000 

Poor Year 
$75,000 

65.000 

10.000 

Company A after Entering into the Lease 


Gross revenue 

Operating expenses, taxes, etc 

Net earnings . . . . 

Interest 

Rental (20% of B*s gross) 

Net income 

Profit to A from lease 

Average Year 

$300,000 

225,000 

75,000 

. • , , . 20,000 

..... 20,000 

35,000 

..... 5,000 

Poor Year 
$225,000 
195,000 

30.000 

20.000 
15,000 

Def. 5,000 
Lojj 5,000 


The fact that the rental based on gross revenue creates a 
charge in excess of net earnings in the poor year impairs Com- 
pany A’s credit. 

Effect of Leases on Capitalization Because of the es- 

sential likeness of fixed rental payments to bond interest, it has 
long been customary to treat the lease obligation like bonded 
debt of the lessee. Rentals are capitalized (usually at 5% for 
railroads) to obtain the approximate equivalent debt burden of 
the lease. For example, if Company A has bonds of $50,000,- 
000 and stock of $50,000,000 and is obligated to pay fixed 
rentals of $1,000,000 annually, then ^t a 5% capitalization 
rate the $1,000,000 rental would berconsidered to increase its 
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debt structure by $20,000,000, giving a total capitalization of 
$120,000,000 rather than the stock and bond capitalization 
of $100,000,000. By thus capitalizing rentals, it is possible to 
compare lease systems more intelligently with non-lease sys- 
tems and to gauge more accurately the top-heaviness of debt 
structures. In the case mentioned, the structure would be con- 
sidered as: 


Debt $70,000,000 

Stock 50,000,000 


Summary. — ^The lease appears to be much less used than 
is stock control as a means of consolidating entire corpora- 
tions. This non-use appears to be due to the fact that the 
lease is not so flexible a device for consolidation as is owner- 
ship — either ownership of the property or ownership of the 
controlling stock. The lease interposes difficulties to ready, 
economical financing of extensions in a growing industry. It 
does not always adequately meet changing economic condi- 
tions — rentals and covenants are unwieldy, fixed things. The 
lease is not an unbreakable contract; but, on the contrary, it 
is subject to technical defects, to default, and to abrogation 
through receivership. Further, the necessity for supervising 
leases entails the maintenance of an otherwise unnecessary cor- 
poration — subject to expenses and taxes. These are the objec- 
tions that are commonly voiced with reference to leasing cor- 
porations. No one of them may be of sufficient importance to 
prevent employment of the lease, but collectively they seem 
to be of sufficient weight to have caused a considerable avoid- 
ance of the lease as a means of consolidation. 
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CHAPTER 25 

INCOME AND RESERVES 

Income Statement — Chapter 1 set out a detailed income 
statement. This statement was a condensed summary of the 
changes that had taken place in the financial condition of the 
business during the past year. More correctly it was a state- 
ment of the changes that had taken place in the accounts of 
the business; only to the extent that these correctly described 
the condition of the business, was the statement a reflection 
of the condition of the business. The reader should always 
bear this distinction in mind. The accountant and statistician 
are frying to describe economic facts with figures. Complex 
economic situations are reduced to a money basis which is 
supposed to describe them accurately. Even with the entire 
resources of the language available, accurate description is a 
difficult task ; but with only figures is a tool, description not 
infrequently misses its mark. It is for this reason that all 
financial statements must be taken with a degree of skepticism. 
An assumption that $10,000,000 worth of machinery will last 
20 years when it will become obsolete in five will make $1,500,- 
000 difference in the annual net income shown by the income 
statement and will make corresponding differences in the in- 
dicated value of assets in the balance sheet. The invention of 
new machinery and the development of substitute products 
seriously affect values on a large scale. These changes are 
very hard to visualize and, hence, very hard to describe. Yet 
the directors of the business and the investment analyst must 
be ever alert to sense them and prepare for them. 

For the most part, income statements are the dead product 
of a dead past. They look backward and are an imperfect 
description of what has been; whereas business interest lies 
in tomorrow and the long-term future. Security purchasers 
are buying the future. No amountmf past history will give 
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value to a security with a barren future. Yet business moves 
with the experience of yesterday and predicts the morrow from 
the known habits of the past. Human nature and human 
habits change slowly. Facilities and resources carry over. The 
income statement then, even though a record of the past, is 
important as a foundation from which to predict the future. 
It is the logical starting point for manager or investor in 
gauging the prospects and policy of a coming year. 

Supporting Schedules. — ^These forms are much too con- 
densed for accurate policy determination or for accurate in- 
vestment analysis. As was pointed out in the discussions of 
capitalization, the important income figure in determining 
financial structures is the net earnings after all expenses but 
before fixed charges. This figure shows what, from an operat- 
ing standpoint, the management is able to accomplish with the 
assets. The subsequent items in the statement show how the 
structure divided the earnings among the different classes of 
security holders. The former figure is controlled by economic 
conditions ; the succeeding figures are the artificial product of 
the securities structure s^t up by the promoters. 

Although the net earnings figure is the starting point for 
financial structure analysis, it is but the final result of a large 
number of gross income items and deductions that preceded 
it. Those preceding items are viry important in the determina- 
tion of policy. The management will have at its disposal sup- 
porting schedules showing summary details of the individual 
totals. From these supplementary schedules arid reports the 
management can gauge the trend of business, the trend of 
prices, the normality of sales returns and allowances, the level 
of operating, selling, and administrative expenses, the trend 
of taxes, the rate of interest paid on borrowed funds, and a 
host of other conditions and prospects much better than can 
the outsider. The investment analyst must ordinarily estimate 
these factors for himself. His success will depend largely on 
the extent of his familiarity with conditions in the industry 
and the degree to whjph external conditions throw light on 
internal affairs of particular companies. 
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Detail of Statements. — In spite of the fact that management 
has ample budgetary and special reports on which to ground 
its policy, it should publish reasonably detailed statements for 
its stockholders. They are vitally interested in the prospects of 
their holdings. They are entitled to know what portions of 
income are recurring and what are not. Sound finance would 
require that non-recurring items be segregated from recurring 
items in the statement. Since the scale of maintenance affects 
the rate of depreciation of property, maintenance costs should 
be shown separately from operating costs. Depreciation and 
depletion shoilld be separately stated. These items are at best 
estimates ; hence, the stockholder should have the right to re- 
check management determinations of these accounts. In this 
connection balance sheets should show a more detailed classifi- 
cation of depreciable property. Non-operating income should 
be separately stated in the income statement, and the invest- 
ment in non-operating assets should be segregated on the 
balance sheet. Only with such detail can the stockholder judge 
the effectiveness of outside ventures. 

Management of Income — Management of income involves 
the study of the distribution of income as well as its sources 
and probable trend. Such studies focus on expense ratios, on 
the cost of borrowed capital, and on the reserves which must 
be set up in order that business facts may be correctly reflected 
by the accounts and that excessive amounts of income may not 
be paid out in dividends. 

Operating Ratio — ^The operating ratio is the ratio of total 
operating expenses to gross revenues. 

For the public utility and railroad: 

Operating Expenses 
Gross Revenues 

For the merchandising and manufacturing concern: 

Operating Expenses + Cost of Goods Sold 
Gross Operating Incpme 
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This ratio shows the number of cents out of every dollar 
taken in, that goes to expenses. The remainder of the dollar is 
available for interest and dividends. 

The operating ratio was developed in railroad and public 
utility analysis. Where rates for service remained constant, 
the ratio was assumed to show the efficiency with which man- 
agement was controlling costs. As an indicator of the trend of 
affairs the ratio serves a useful purpose, but like any general 
average it is not a suitable tool for careful analysis. The over- 
all ratio has given place to the 100% breakdown-of-gross- 
revenue distribution in which each item of expense is shown 
as a percentage of gross revenue. In this way it is possible to 
see, for example, whether transportation expense or main- 
tenance is responsible for the change in the operating ratio. 

The operating ratio is not generally used among mer- 
chandising and manufacturing concerns. Instead, the margin 
of profit is the usual overall comparative ratio. The margin 
of profit ratio represents the difference between the operating 
ratio and 100% — ^the ratio of the margin left over after 
expenses to gross income. 

The operating ratio and margin of profit ratio are at best 
rough tools of analysis. ' They are affected by changes in gross 
as well as by changes in expenses. Thus a 10% reduction in 
public utility rates will come out of the margin left after ex- 
penses and thereby raise the operating ratio, even though 
expenses remain the same. Hence, like any ratio the operating 
ratio has little significance apart from the background against 
which it is interpreted. 

Cost of Borrowed Capital. — ^The phrase, cost of borrowed 
capital, covers all costs incidental to the use of not-owned 
capital in the business. Among these costs are interest paid, 
discount amortized, underwriting costs, cash discounts not 
taken, rentals, and royalties. 

Bond Discount and Premium. — ^The contract rate of in- 
terest on bonds can be set below the market rate if the bonds 
are sold below par, of set above the market rate if the bonds 
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are sold above par. The discount and premium are merely 
methods of reconciling the contract rate to the market. The 
true cost of using the funds consists of the contract rate plus 
the discount or minus the premium allocable to the period. 
Bankers' commissions should be written off to interest cost 
over the life of the issue in the same way that discount is. 
When an issue is sold outright to bankers at a price, the cor- 
poration merely enters the price received from the bonds; 
and— since the bankers' costs and profits come out of the 
spread between this price and the resale price to the public — 
the corporation is not concerned with these bankers' costs and 
profits. 

Cash Discounts. — The granting of cash discounts is gen- 
eral practice in the United States. These discounts are usually 
large ; hence no well-financed business will fail to take ad- 
vantage of them. 

In treating cost of purchases, the billed price less the discount 
should be entered on the books as the cost of the goods. This 
is the cost a well-financed business will consider in making 
price comparisons. If the discount cannot be taken because of 
weak financial position, the extra cost represented by the dis- 
count not taken should be treated as a cost of borrowed capital 
and included in the interest paid group of items in the, income 
statement. Similarly if credit is extended to weak customers 
who fail to take their discounts, the amount received in dis- 
counts not taken by such customers should be treated as 
financial income. 

ii 

Rentals and Royalties. — Rentals are payments for the use 
of tangible property; royalties, for the use of intangibles, e.g., 
patented processes. As explained elsewhere, the contract rental 
may be a pure payment for the use of capital, or it may be part 
payment for the use of capital and part depreciation, main- 
tenance, and/or other charge depending on contractual pro- 
visions for maintenance of the leased property. As a general 
proposition rentals should be separately shown among the fixed 
charges since they partake more of the nature of interest than 
of operating expenses. 
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Classification of Reserves. — Some writers classify reserves 
as : 

1. Valuation 

2. Liability 

3. Surplus 

This classification is brief and serves most purposes of financial 
thinking. 

Valuation reserves are reserves that reflect the shrinkage in 
value of assets: for example, depreciation, depletion, and had 
debts reserves. These reserves are called valuation reserves 
because to find the indicated net value of the assets they are 
deducted from the corresponding asset accounts. 

Liability reserves are reserves to meet claims against the 
business, for example, a reserve for federal taxes. The claim 
is not yet fixed in amount, nor is it fixed" as a liability. The 
amount of the claim will not be known until the final results of 
the year are tabulated. Because the claim lacks the definiteness 
of contractual obligations for wages and interest which are not 
yet due, the tax liability is set t3|) in the form of a reserve. 
Eventually a definite liability will face the company, but its 
amount may vary from the reserve figure. To all intents and 
purposes the reserve figure may be treated as a liability of the 
business. Reserves for lawsuits and rate-cases which the com- 
pany is certain to lose should likewise be treated as liabilities. 
Reserves for damage payments under broken contracts also 
fall here. 

The surplus reserves group includes all those reserves which 
represent an excess of assets over the sum of the liabilities plus 
the stated amount of the capital stock. Here are classified the 
ordinary earned surplus, capital surplus, and sinking fund 
reserves. Here also will be classified the reserves for exten- 
sions, new facilities, improvements, and betterments. 

Some reserves do not readily fit this classification. For 
example, an insurance reserve represents a fund of assets in 
excess of the sum of the liabilities plus the stated amount of 
capital stock. If the business were to be sold, the assets would 
show this excess or surplus. Yet, if the reserve has been set up 
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on an accurate actuarial basis, it will be required to meet in- 
surable losses at some time in the future. Looked at from the 
point of view of continued operations, the reserve approxi- 
mates the federal tax reserve status. Consequently it is usually 
classified as a liability reserve on the theory that it will actually 
be used to meet losses. Some of the other reserves pose the 
same difficulties, notably those dealing with lawsuits, rate- 
cases, and numerous other situations in which the element of 
loss is doubtful. 

'^Surplus. — ^Surplus has been repeatedly defined as the excess 
of assets over the sum of the liabilities plus the stated value 
of the capital stock. As such it represents a more or less specu- 
lative appraisal of the stockholders’ equity in the corporation in 
excess of the par or stated value of his shares. The surplus 
does not necessarily represent any particular assets or any 
particular fund of assets. It is a speculative figure because all 
assets are assumed to be worth the figures at which they are 
carried on the books. Seldom does such a coincidence of values 
exist. 

\ Surplus may arise in many ways. The most obvious way is . 

Hhrough earnings retained in the business. Surplus thus arising 
is called earned ■ surplus . Surplus which does not arise in the 
usual course of business by the retention of earnings is ordi- 
narily called capi tal su rplus. The sources of capital surplus are 
numerous. The stockholders may pay more than par or stated 
value for their shares, a common practice in organizing new 
banks. The excess is paid in surplus — a capital surplus item. 
Stockholders or others may make donations of property to the 
corporation or cancel obligations due from it. Such trans- 
actions result in dona ted ^ urplus. (Capital assets may be sold 
at a price in excess of book value ; capital surplus arises.> Assets 
may be put on the books at a reappraisal figure; stock may be 
forfeited for non-payment of subscriptions; stockholders may 
be assessed; bonds and stock may be purchased on the market 
at less than their paiyvalue; the par or stated value of outstand- 
ing stock may be reduced. In all these cases capital surplus 
arises. 
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Surplus as a Buffer, — The surplus account is a buffer 
account. It absorbs undistributed profits. It takes up the shock 
of losses. It fluctuates while the capital stock account stays 
constant. In banking institutions public ignorance is such that 
a second surplus account, known as an undivided profits ac- 
count, is set up to cushion the first shocks of changing income. 
This permits the surplus account to remain relatively constant 
Hence, the public does not become apprehensive over changing 
figures. 

A surplus, in the sense of a buffer, is very desirable. The 
credit of a corporation undoubtedly suffers if its capital stdck 
is impaired. It suffers much more in this case than it would 
suffer if similar inroads were made on an existing surplus. 
The loss to the company would be the same in either case ; the 
economic conditions and policies that produced it would be the 
same; but the public reaction would be different. For so long 
as the public thinks rigidly in terms of bench marks rather than 
in terms of economic facts and for so long as statutes cause 
corporations to operate with reference to bench marks, for that 
long will a substantial surplus be desirable as a buffer. Despite 
the ease with which the stated value of stock can be adjusted, 
credit is still unduly injured by the antecedent impairment of 
the capital stock account. 


Surpluses of Leading Corporations. — On December 17, 
1937, the following table showing the comparative surpluses 
of 43 corporations, railroad, industrial, banking, and public 
utility was introduced in evidence at hearings of the Senate 
Interstate Commerce Committee.^ 


Corporation Dec. 31, 1935 

Pennsylvania Railroad System ...... $934,374,916 

Ford Motor Company 582,977,651 

Standard Oil Company (New Jersey) . . . 448,127,942 

Southern Pacific Lines 474,624,909 

Atchison, Topeka & Santa Fe Railroad Com- 
pany 387,348,638 

General Motors Corporation 331,680,319 

Union Pacific System 359,811,804 

American Telephone and Telegraph Com- 
pany 353,608,395 


Dec. 31, 1936 
$906,228,106 
602,666,672 
491,093,355 
480,977,485 

385,705,146 

368,081,225 

358,104,055 

330,040,795 


^ Nezv York Times, DecemBer 18, 1937, p. 29. 
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Corporation Dec. 31, 1935 

Metropolitan Life Insurance Company . . . 259,809,721 

United States Steel Corporation 252,516,714 

E, 1. du Pont de Nemours & Co 196,312,228 

Chesapeake & Ohio Railway 204,869,187 

Northern Pacific Railway 201,201,023 

New York Central Railroad 204,915,953 

Chicago, Burlington & Quincy Railroad . . 193,999,255 
Guaranty Trust Company (New York) . . 170,000,000 

Consolidated Edison Company 224,548,923 

Great Northern Railway 148,277,050 

New York Life Insurance Company .... (a) 116,706,872 

Chase National Bank 50,000,000 

Cities Service Company . 97,602,290 

Equitable Life Assurance Society of the 

United States 54,799,809 

Southern Railway Company . 73,426,537 

Prudential Insurance Company of America . 72,334,013 

Baltimore & Ohio Railroad 72,975,539 

Illinois Central Railroad 68,931,595 

Mutual Life Insurance Company of New 

York : (b)55,769,831 

United Gas Improvement Company .... 56,990,015 

Bethlehem Steel Corporation ....... 74,487,447 

Anaconda Copper Mining Company .... 48,163,651 

Bankers Trust Company (New York) . . . 50,000,000 

National City Bank of New York ..... 30,000,000 

United Corporation 39,333,262 

Erie Railroad 38,159,300 

Bank of America National Trust and Sav- 
ings Association 32,500,000 

Manufacturers Trust Company (New York) 6,600,000 

Columbia Gas and Electric Corporation . . 19,024,120 

Electric Power and Light Corporation . . . 10,619,387 

Continental Illinois National Bank and Trust 

Company . . . ; 12,500,000 

Chicago & Northwestern Railway ..... 11,691,709 

New York, New Haven & Hartford Rail- 
road (d) 3,151,439 

Missouri Pacific Railroad (d) 32,061,782 

Chicago, Milwaukee, St. Paul & Pacific 
Railroad . (d) 92,694,208 


Dec. 31, 1936 
278,324,668 
252,660,716 
226,236,595 
209,971,826 
199,265,242 
198,229,557 
189,218,469 

170.000. 000 
160,478,350 
152,036,511 

(a) 123,896,632 

100.270.000 
92,533,128 

78,085,436 

75,650,831 

74,646,081 

72,771,463 

66,457,374 

(b) 61,520,866 
58,191,830 
57,562,527 
50,953,797 

50.000. 000 

42.500.000 
39,231,150 
39,115,577 

34.100.000 

33.000. 000 

20.384.507 

17.853.508 

15.000. 000 
264,148 

(d) 9,884,818 
(d)41,564,309 

(d) 110,551,370 


(a) Designated on balance sheet as “unassigned funds.” (b) Designated on balance 
sheet as “contingency reserves.” (d) Denotes deficit. 

Importance of the Source of Surplus. — Many writers 
place great stress on the sources of surplus as a guide to 
dividend declarations. These discussions seem largely aca- 
demic. If the corporation has funds which it cannot profitably 
employ, it should pay them to the stockholders. If it cannot 
use its entire capital profitably, it should, if necessary, reduce 
the stated amount of its stock and return the excess funds to 
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the stockholders. The source of the funds is immaterial. The 
real question is, can and should the business spare them? 
Dividends paid out of non-recurring income or capital surplus 
should be advertised as such so that stockholders will not be 
misled. But the only reason for examining the source of sur- 
plus is to put the managers and stockholders on notice as to 
the character of the non-recurring distribution. 

One thing should be stressed. Surplus is not ordinarily 
offset by a cash fund. As receipts come into the business, they 
are utilized for immediate purposes. The surplus may well J^e 
offset by new fixed capital items. Consequently, the cash 
budget usually figures in dividend policies far more promi- 
ently than does the detail of the surplus accounts. 

Contingency Reserves. — Every business should set up re- 
serves for actual losses suffered or to be suffered, such as 
: reserves for depreciation, depletion, and bad debts. In addi- 

tion to these valuation reserves, it is customary to set up 
, reserves to meet losses which appear to be reasonably possible. 

Estimated losses on unfilled contracts owing to material, price, 
or wage changes would fall in this group. Lawsuit and rate- 
case reserves in which the result was in doubt would also fall 
here. Reserves against fluctuations in foreign exchanges are 
customary among companies engaged in foreign trade. Good 
I management requires that these contingencies be examined and 

! provision made for them. No earnings can be said to be clearly 

available for dividends until the management has grappled 
with these problems. 

Insurance Reserves. — Some companies carry their own 
insurance ; that is, they set up reserves from which property 
is replaced rather than pay premiums to insurance companies. 
Reserves should be carried against uninsurable property as the 
only way of meeting losses on this type of property. Insurable 
property presents a different problem. Here protection can be 
purchased. Can the company save anything by setting up its 
own reserves? 

Insurance companies operate on the basis of spreading loss. 
If experience shows thatlihree persons out of 1,000 of a given 

I ■ ■ 


t 


424 CORPORATION FINANCE 

age will die during the year, they can sell each person a $1,000, 
one-year insurance policy for $3. This follows because $3 
from each of 1,000 persons will pay $1,000 for each of the 
three dying. The company does not know which persons will 
die, but it knows three persons will die. Each person pays $3 
to protect himself to the extent of $1,000. The large loss is 
spread over the group and becomes a low average rate. Fire 
insurance works on the same principle. 

A local life insurance company is unsound because its risk 
is .concentrated in a small area where an epidemic can wipe it 
out. A fire insurance company is unsound if its insured prop- 
erty is concentrated in a single business district because a 
conflagration can wipe it out. Likewise, a company is not in a 
position to carry its own insurance unless its property is widely 
scattered geographically; so the destruction of one unit will 
not be accompanied by the destruction of others at the same 
time. The units should be small and not physically connected, 
nor should they be so vital individually that the loss of one 
would disrupt operation of the business. If these conditions 
are not present, the loss will be too heavy for one company to 
bear and should be spread over a number of companies by 
insuring with a regular insurance company. Further, if the 
company is to carry the insurance, there must be a large enough 
number of units of property to give the law of averages an 
opportunity to work. 

The company must create an insurance fund to offset the 
reserve created to cover insurance losses. Both the fund and 
the reserve must be practically full size from the start. 
Although losses tend to average out over a period of time 
there is no assurance that losses will' be postponed until a 
fund can be built up gradually. The only safe procedure is to 
set up the full reserve out of surplus at the start. Then surplus 
can be gradually reimbursed by reversing entries for the 
amount charged to insurance each year. After surplus has 
been reimbursed in full, the insurance reserve can function on 
an independent basis. If the actuarial computations have cor- 
rectly gauged the risk, the insurance reserve will not again be 
a drain on surplus. 
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Insurance Fund Investments. — ^The insurance fund should 
be kept liquid. When losses occur, the company’s credit is 
frequently impaired. At such a time liquid resources are neces- 
sary to replace property promptly. This means that sufficient 
funds should be kept in certificates of deposit to meet ordinary 
losses. The rest of the reserve should be kept in readily 
marketable bonds, notes, certificates, and bills so that funds 
can be obtained on short notice. 
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CHAPTER 26 

DEPRECIATION 


The Interstate Commerce Commission has defined deprecia- 
tion as the ^lessening in worth of physical property due to 
use or other causes/’ This definition which conforms to the 
etymological origin of the term in the Latin words meaning 
down, and pretium^ price, will be used in this chapter. 

The economics of depreciation is simple. No economic 
gain has been achieved until all decreases in the value of cor- 
porate property have been made good. Hence all loss of value 
of plant, machinery, and other perishable property must be 
accounted for. It is a cost of production. This process may 
be visualized by considering all perishable property as a de- 
ferred charge as follows : 


Credits : 

Income during period $100,000 

Plant at close of period 80,000 

Total credits 

Debits : 

Expenses during period ......$ 70,000 

Plant at beginning of period 100,000 

Total debits 


Net profit 

or by the conventional income account method, 

Income 

Less: Expenses $ 70,000 

Depreciation 20,000 

Total deductions 

Net profit 


$180,000 


$170,000 
$ 10,000 

$100,000 

90,000 
$ 10,000 


Depreciation Accounting — ^The usual method of account- 
ing sets up the cost or value of an item pf plant upon the books 
of the company. A reserve is then 'accumulated against this 
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plant account by periodic charges to current expenses. The 
accounts would be as follows: 

Machine #10 
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line’' methods of accounting in which the whole amount to be 
written off is spread uniformly over the life of the item. 

Optimum Depreciation Charges. — The heart of the de- 
preciation problem is the correctness of depreciation charges. 
Theoretically, the proper charge is one which exactly measures 
the loss of value of the particular asset, or, in the case of the 
composite charge, of the entire assets. Practically, however, 
the actual charges may exceed or be short of the actual losses 
in value. Because of these discrepancies one must scrutinize 
statements carefully to judge whether earnings are over- or 
understated as a result of variations of charges from the 
optimum. Thus from 1922 to 1931, Shell Union Oil Corpora- 
tion charged out from its statements to stockholders $37,- 
500,000 more depreciation than was deductible under federal 
internal revenue regulations. On the other hand, many com- 
panies seem to charge out unreasonably small amounts for 
depreciation. For example, many of the electric light and 
power companies have charged out depreciation at the rate of 
^2 of 1% and % of 1% of fixed assets. Even granted that a 
substantial amount of the property accounts may represent 
land, a 200-year or 300-year composite life seems unreason- 
ably long. 

Depreciation o£ Inflated Property Values. — ^As has been 
pointed out in other chapters, consolidations frequently pro- 
duce inflated property accounts. This inflation must not be 
lost sight of in studying depreciation policies. It may affect 
depreciation policies in two ways: (1) depreciation may be 
charged off at a rate that will provide a fund just ample to 
replace the unit of property involved; or (2) it may be charged 
off at a rate which will perniit elimination of the inflated book 
value of the asset. The first policy has been pursued exten- 
sively in the electric light and power industry. It keeps the 
operating property intact, but fails to remove the inflation 
from asset accounts. The second policy has been pursued in 
many of the more prominent industrial consolidations: for 
example, by United States Steel Corporation. This policy 
‘‘squeezes out the water” because the inflated book values are 
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written of3f and cash flows back into the business in amount 
equivalent to the old book values. Under this policy of depre- 
ciation accounting the plant may be expanded greatly from 
earnings in the guise of depreciation charges. Eventually 
sound asset values are built up behind the securities which 
were issued against water in the consolidation processes. 

Earnings Test of Success of Consolidations. — When as- 
sets have been inflated in the consolidation process, published 
earnings figures may not be a true test of the success of a 
consolidation. If depreciation charges are increased to a point 
at which inflated property accounts are written off, the true 
net earnings may be grossly understated. This understatement 
will in turn give a false picture of the merits of the consoli- 
dation. For this reason most published studies of the success 
of consolidations are not to be taken too seriously. 

Per Cent Efficiency Argument.— Although a matter for 
more specialized treatises, the per cent efficiency method of 
computing depreciation deserves attention here because it is 
very frequently presented in connection with consolidations. 
This method assumes that if a plant is operating, for example, 
85% as efficiently as a new plant could operate, it should be 
valued at 85% of the cost new. Hence, the depreciation 
reserve should equal 15% of the cost new. The fallacy in this 
reasoning is obvious, yet regulatory commissions have been 
befogged by it on several occasions. 

The objection to the method is as follows: property is 
valued for the services it will render; that is, the future 
services are discounted in price paid for machine, plant, etc. 
The amount of these services will be the result both of the 
efficiency of the plant and the period during which it will 
function. Clearly a machine which will produce a given 
quantity of output for five years is not worth so much as a 
machine that will produce the same annual output for ten 
years, even though the efficiency of each machine is the same. 
The valuation and depreciation methods must recognize that 
a diminution of service ]ife results in a diminution of value. 
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Recognizing Present Values — Ideally, to know the exact 
economic change that a business has undergone, one should 
restate the value of all property as of the end of the particular 
period. Practically, however, this cannot be done exactly, for 
a continual policy of restatement is too costly. Hence original 
values in property accounts are left, for the most part, un- 
changed. However, in periods of marked price changes, sub- 
stantial numbers of companies revalue their assets upward or 
downward to the selected price base. Depreciation is then 
charged on the new book value. 

The theory of this practice is simple : if plant worth $10,000 
is worn out in producing goods, then the selling price of those 
goods should bring in $10,000 above other costs of producing 
them before a profit can arise. The present value of the plant 
destroyed is the test of the adequacy of the present charge 
allocated to the cost of the product. The following extract 
from the United Business Service of July 22, 1933, sets out 
with delightful clarity the theory of considering replacement 
costs : 

It is often assumed that in times of advancing prices and general 
expansion, practically any business cannot fail to make money. The 
grain of truth in this statement is merely that it is harder to fail under 
such conditions than in times of general deflation. Nevertheless, 
many a firm has gone through a period of rising prices, done a large 
and apparently growing business, and yet found itself with little sub- 
stantial profit at the end. 

The cause, when analyzed, is simple. Prices were based on past 
costs, not replacement costs. For example, a merchant buys an article 
for $1.00. He idds his percentage of mark-up and sells the article 
for, say, $1.30. But the sale is not immediate ; a considerable period 
elapses between purchase and sale of the merchandise. During that 
time the wholesale price has advanced to $1.15. His books show that 
he has made a gross profit of 30c but it costs him $1.15 to replace the 
article sold. So when his shelf is restocked, he has really made 
only 15 c. 

If he does not divert part of his book-profit back into the business, 
he must find new money elsewhere to maintain his stock which, of 
course, is his actual capital, no matter how Jie may figure it in dollars. 
If a firm^s capital is being actually depleted by distributing as profits 
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(through deceptive accounting) what is actually capital, then the 
firm’s business position is really being undermined in a subtle but 
effective way. Unless capital, measured in dollars, increases with 
rising prices, the real capital is in fact shrinking. 

Manufacturers are subject to the same difficulty. Selling prices 
are based on present production costs — material, overhead, labor, plus 
profit. If when more material must be bought, the price is higher, or 
labor costs have increased, the same goods cannot be reproduced at the 
same outlay. Therefore, part of the profit on the previous sales has 
been illusory. 

To avoid this difficulty in the face of advancing prices, we recom- 
mend that prices be based on present replacement cost; that when 
orders are taken on this basis, material be ordered covering all re- 
quirements before it gets a chance to advance, and that wage con- 
tracts cover definite periods of time, so that they may be depended 
on within the period. Watch all items so as not to permit replacement 
costs to run up ahead of selling prices for finished products. The firm 
that fails to do this is likely to experience a relatively “profitless 
prosperity.” 

Effect of Revaluing Assets. — ^There can be no objection 
to stating assets on the books at their exact present value. 
Indeed this practice would be ideal. However, revaluations 
may result in book values which exceed or fall short of the 
real values of the assets. As has been pointed out, these bppk 
values tend to be excessive at the time of consolidation. Like- 
wise, when assets are written down, the write-downs tend to 
be excessive. In the first case, the promoters of the new con- 
solidation are trying to show equities behind large amounts of 
securities. In the second, the managers are trying to make a 
good earnings showing. The incentives in either case tend to 
lead to excess. Between 1932 and early 1935, revaluations and 
capital reductions neared a mass movement. During that 
period many of the newer consolidations revalued their assets. 
Their motive was a frank desire to show profits in a period 
of deficits or of small earnings. The Wall Street Journal 
presents the Consolidated Oil Corporation case thus:^ 

Although no definite amount has as yet been arrived at, the write- 
down in the balance sheet valuation of the capital assets of the new 


February 22, 1932, p. 2. 
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Consolidated Oil Corp., to which Sinclair Consolidated Oil Corp. will 
change its name and which proposes to acquire Prairie Pipe Line Co. 
and Prairie Oil & Gas Co., would be not less than $100,000,000. 

The benefit of the reduction in capital asset valuation would be 
reflected in the income account. This would arise through the com- 
mensurate reduction in the charge-off for depreciation and depletion. 
Exactly how much the reduction would be is not at present indicated, 
although $10,000,000 would not be a high estimate. 

In the report of Sinclair Consolidated Oil Corp. alone for the year 
1930 a deduction of $22,541,605 was shown for depreciation, deple- 
tion and amortization. This was approximately 8 % of the net val- 
uation of $285,923,421 placed on fixed assets. For the first six months 
of last year the charge-off amounted to $11,514,181, and the influence 
of this item may be seen in the fact that it changed a profit of 
$1,099,093 into a net loss of $10,415,188 after its deduction. 

The effect of revaluations is to change the base on which 
depreciation charges are computed. If this base is not a correct 
value, then depreciation rates based on the correct life of the 
asset will not give a true annual depreciation charge. Both 
rate and base must be correct if a correct amount is to be 
determined. This danger requires the analyst to examine both 
the base values and the rates to determine the validity of 
reported earnings figures. A further effect of revaluations is 
to ' destroy in substantial measure the comparative value of 
past earnings figures. These points are vividly illustrated by 
the following item taken from the PVall Street Journal of 
April 7, 1934: 

Sharp contrasts in net results are presented in recent reports for 
1933 of the Texas Corp., Gulf Oil Corp. and Continental Oil Co. The 
Texas Corp. showed net loss of $491,004, against net loss of $2,161,841 
in 1932, while Gulf went heavily into the red, reporting net loss of 
$11,386,387 for last year, compared with net profit of $2,743,492 in 
1932. Continental Oil Co., on the other hand, swung from a net loss 
of $1,444,133 in 1932 to a net profit of $2,275,860 last year. 

However, the Continental Oil Co. profit was entirely due to a new 
basis of valuations as of October 31, 1932, made effective December 
31, 1932. Last year was the first to reflect the lower charges for de- 
preciation and depletion as a result of heavy write-down in capital 
assets. Texas Corp. continued to deduct reserves heavily on the 
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usual basis, as did Gulf Oil Corp., though the latter, as in the 1932 
report, showed intangible development costs capitalized instead of 
being charged out as expense, as formerly. 

Continental Oil Co. states that the charges for capital extinguish- 
ments for 1933 were lower by $4,517,943 than they would have been 
had not the revaluation taken place. The write-down, of course, was 
in line with the policy of many other companies in and out of the oil 
industry. In addition, the Continental report last year contained 
extraordinary items totaling $1,403,168, consisting of $1,306,954 profit 
on sale of investment in Sealand Petroleum Co., Ltd., a British mar- 
keting subsidiary, and $96,214 increase in equity in Kettleman Nosth 
Dome Association resulting from readjustment of ownership. 

The following tabulation gives a comparison of the results of the 
three companies in 1933 and 1932 : 


Profit before reserve and extraordi- 
nary items . 

1932 

Profit on bds. purchased ...... 

1932 - 

Non-recurring income 

1932. 

Intangible development costs .... 

1932 . 

Reserve for depreciation and depletion 

1932 

Net loss 

1932 

p = profit. 


Texas Corp. 

$36,279,668 

35,048,441 


3,756,417 

2,716,940 

33,014,255 

34,493,342 

491,000 

2,161,841 


Gulf Oil 

$21,725,383 

32,080,356 


d502,365 

5,511,828 


32,609,405 
34,848,692 
11,386,387 
p2, 743,492 


Continental 

$6,827,904 

9,595,999 

16,017 

99,921 

1,403,168 


1,239,258 
1,784,463 
4,731,971 
9,355,590 
p2, 275, 660 
1,444,133 


Thus, before intangible development costs, reserves for depreci- 
ation and depletion and other special items, Texas Corp. did the best 
of the three last year. The corporation earned $1.18 a share in the 
last half of last year, making up all but $491,004 of its net loss of 
$11,500,000 for the early half of the year. 


Renewal and Retirement Accounting. — Renewal and re- 
tirement accounting differ from depreciation accounting in 
that they do not charge property off periodically over its life. 
In renewal accounting, used extensively for certain types of 
railroad property, the cost of the original items is set up in 
the plant accounts. Thereafter the original plant figures are 
not disturbed; but as items are replaced, the cost of the new 
replacements is charged as an expense of the period in which 


434 


CORPORATION FINANCE 


the replacement occurs. Retirement accounting sets up each 
new item in the plant account. When an item is retired, the 
whole cost of the item retired is charged to the expenses of 
the period in which retirement occurs. This method of ac- 
counting is followed by the uniform system of accounts for 
local public utilities. The essential difference between renewal 
and retirement accounting is that the former charges the cost 
of the new item as a current expense; whereas the latter 
charges the cost of the retired item as a current expense. 

^ The theory of renewal and retirement accounting is that 
the items of property go out of service uniformly. Hence, 
under stable price levels depreciation, renewal, and retirement 
accounting produce the same charges against earnings. For 
example, suppose an electrical distribution system has grown 
up gradually over a period of IS years; each year 100 poles 
were added; the life of poles is 15 years; the cost of poles in 
place is $60 each. After the system is completed at the end of 
15 years, the various methods would give results as follows: 

Depreciation Accounting 


Plant — 1,500 poles, cost $90,000 

Armual rate of depreciation 

Annual depreciation charge . $^000 

Renewal Accounting 

100 new poles set in place, cost . . ... . . . $6,000 

Retirement Accounting 

100 old poles retired, cost $6,000 


In each case the charge is the same. Under stable prices the 
charge will remain the same indefinitely if the property has 
matured so that the number of poles will remain the same 
from year to year. Since they were put into service at the rate 
of 100 poles per year, 100 poles will reach the retirement age 
each year and be replaced. Fifteen-year cycle will follow 
fifteen-year cycle. 

Under the assumed facts, the method of accounting appears 
to be a matter of indifference. But suppose that price level 
changes and that poles now cost $70. if the depreciation and 
retirement methods are based on ofiginal cost, the different 
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methods will pull apart. The renewal method will immediately 
show a charge of $7,000 for 100 poles and continue at $7,000. 
The retirement method will show $6,000 each year for 15 
years because it is retiring old costs. Then it will jump to a 
$7,000 charge because the $70 poles are being retired. The 
depreciation method will show a gradually increasing annual 
charge. At the time the poles rise in price, the annual charge 
will be $6,000. The next year the plant account will consist 
of 1,400 poles at $60 and 100 poles at $70. If we depreciate 
these for a 15-year life at 6 %%, the charge will now become 
.06% times $91,000 or $6,067. Thereafter, owing to the 
replacement of 100 poles at $10 additional cost per pole, the 
plant account will increase by $1,000 each year, and each year 
the depreciation charge will increase to the extent of 6 %% 
of this increase in the plant account or at the rate of $67 per 
year until the entire plant account is on the $70 pole level. 

From this example it is clear that the use of original costs 
in depreciation and retirement accounting under conditions of 
changing price level will cause divergent charges to expenses 
and, consequently, variations in earnings reported to the se- 
curity holders. In case prices are rising, renewal accounting 
reflects the actual loss of economic values most quickly, depre- 
ciation accounting next, and retirement accounting last of^all. 
In case prices are falling, current replacement costs are re- 
flected in the same order. Retirement accounting prolongs 
low charges during rising prices and prolongs high charges 
during falling prices. Renewal accounting adjusts immediately. 
Depreciation accounting lies between the other two methods. 
The analyst may well ponder the efifects of these methods in 
analyzing current income statements. 

Irregular Retirements. — Most property does not fit the 
simple conditions assumed in the electrical distribution sys- 
tems. Large buildings are used which are replaced at distant 
and irregular intervals. Machinery goes in and out of service 
without reference to an orderly schedule. Also property ac- 
counts do not grow ip an orderly, uniform fashion. Under 
straight renewal and retirement accounting, replacement of 
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large items causes very irregular charges to expenses and hence 
causes wide fluctuations in reported earnings. Managements 
long ago recognized these variations as undesirable. Conse- 
quently most renewal and retirement systems are modified by 
the use of reserves. In railroad accounting the irregular items 
are accounted for by depreciation accounting methods while 
the ties and rails are left to the renewal method. In public 
utility accounting, where depreciation accounting is not used, 
a retirement reserve is set up in order to equalize charges to 
current expenses. Large irregular items are charged in whole, 
of in part, against this reserve, and then the reserve is rebuilt 
by subsequent gradual charges to current expenses or by 
‘^appropriations'^ of surplus. 

Use of a retirement reserve for large irregular items of 
property is unsound. The gross earnings of the period in 
which the values are destroyed should be burdened with the 
expense charges, and the charges should bear a direct relation- 
ship to the values destroyed. Depreciation accounting does 
this. If the retirement reserve is so arranged that it produces 
this result, it is nothing but depreciation accounting under an- 
other name and hence should give up its disguise. If retire- 
ment reserve charges do not give this result, then they distort 
thejrue earnings of the period and become a potent instrument 
for earnings manipulation. Particularly reprehensible is a 
regular practice of “appropriating surplus" to the retirement 
reserve. This practice indicates that the management is failing 
to show full depreciation expenses and thereby advertising 
larger net earnings than are really materializing. Having 
accomplished the deception, the management then fixes up the 
retirement accounts by appropriating book surplus back into 
the retirement reserves. 

The renewal reserve operates in the same way as the retire- 
ment reserve and is subject to the same criticisms. 

In both retirement and renewal accounting, charges can be 
shifted from one period to another by deferring the retirement 
or renewal. Under retirement accounting new units replacing 
old units may be installed and entered in the plant account 
although the old ones have not been charged off. They may be 
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kept as ‘Reserve’’ equipment, and thus the day of charging 
them off be postponed. In renewal accounting, property may 
be left in service after it should be replaced. Later, the 
renewals may bunch up. This is particularly true of railroads 
during depression. Equipment gets into bad order and is 
placed on sidings ; road beds deteriorate ; ties and rails are not 
I replaced on the usual basis. Later as volume traffic returns, 

net earnings lag behind gross revenues. In large measure this 
I lag is due to the making good of ^‘deferred maintenance,’’ the 

rehabilitating of property that should have been renewed in the 
prior depression period. The effect is to understate net earn- 
ings in the one period and to overstate them in the other. 

I Valuation Reserves. — The three types of accounting give 

quite different sizes to reserves. In a matured property 
approximately one-half of the property values will have com- 
pleted the inexorable march to the scrap heap. Consequently, 
the depreciation reserve will approximate half the new cost of 
the plant. The net plant figure will thus be about half the 
original figure. Under renewal or retirement reserve account- 
ing the reserve is only large enough to equalize renewals or 
I retirements. This reserve usually approximates 5% to 10^ 

rather than 50%. Consequently, there is no reserve account 
I which can be deducted from the plant account to show its 

approximate value. Deduction of renewal and retirement re- 
serves gives an inflated figure for plant account. It is probable 
that some of the public utility managements were interested 
in promoting retirement accounting because it gave a decep- 
tive appearance to plant accounts and hence to earnings on 
investment. 

Causes of Depreciation. — A study of the causes of de- 
preciation is imperative if the lives of the various items are to 
be closely estimated. Each item will depend on its own factors, 
and these will change from time to time. Since the property 
is to be written off over its life, the factor that causes most 
rapid loss of value is the effective factor in the fixing of 
depreciation rates. For example, property may wear out in 40 
years, but if new invehtions will make it obsolete in five years, 
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obsolescence rather than wear and tear will be the effective 
factor. Hence the property should be written off on the basis 
of a five-year life. 

Among the many causes of loss of value are changes in 
price level, accidental damage or loss, inadequacy, obsolescence, 
wear, tear, action of the weather elements, fatigue, decrepi- 
tude, legislative interference, and improper maintenance. For 
practical purposes, these causes are usually grouped on a time 
basis. Those factors which cause loss of value only when 
plants are operating, e.g., wear and tear, are accounted for on 
an operating basis. Those factors which are a function of the 
passage of time — e.g., weather and obsolescence — are ac- 
counted for periodically on a passage of time basis. Most 
items depreciate on this latter basis. 

Depreciation vs. Maintenance. — ^The life of property de- 
pends upon the liberality with which it is maintained: paint 
prolongs the life of wood and metal; repairs in time prevent 
unmeasurable damage to machinery; proper oiling and greas- 
ing prolong the life of wearing parts. Consequently, the rate 
of depreciation, and, hence, the annual charges will vary with 
the maintenance policies in force. For this reason, analysts 
frequently study the combined depreciation and maintenance 
figures rather than the sfeparate depreciation figures. A reduc- 
tion in maintenance should produce a larger allowance for 
depreciation. 

Standard Rates of Depreciation. — ^Large corporations — 
notably the telephone companies — ^trade associations, and the 
Bureau of Internal Revenue have made extensive actuarial 
studies of business property. The life tables derived by many 
of these companies are far more nearly accurate than are tables 
used in computing life insurance premiums for individuals, 
though it should be observed that the life insurance companies 
have much more nearly accurate information than that con- 
tained in the conventional tables that they use. 

In the course of these studies, rateg have been standard- 
ized for certain types of property. The following rates are 
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taken from Depreciation Studies^ Preliminary Report of the 
Bureau of Internal Revenue. 

For the analyst, item rates are less significant than com- 
posite rates for entire properties. However, it is difficult to 
derive composite rates for entire industries because the prop- 
erty components vary from company to company. If the land 
elements bulk large, the composite rate should be low. If plant 

Standard Depreciation Rates 

(Source: Bureau of Internal Revenue) 


Type of Property 


Apartment buildings 
Brick ...... 

Barns 

Brick 

Frame 

1 -Family dwelling 

Brick 

Frame 

Garage private 

Brick 

Frame 

Machine shops 

Brick 

Frame 

Office buildings 

Brick 

Stores 

Brick ...... 

Elevators 

Freight 

Passenger .... 
Boilers and furnaces . 

Radiators 

Lighting fixtures . . . 
Plumbing fixtures . . 


Prob- 

able 

Useful 

Life 

Years 

Rate 

% 

Type of Property 

Prob- 

able 

Useful 

Life 

Years 

• 

Rate 

% 



Tractors 

6 

leys 

.40 


Cabinets and files . 

IS 

f/3 



Concrete pavement . . 

20 

5 

50 

2 

Pipe bending machines 

10 

10 

28 


Locomotive boilers . . 

10 

10 



Steam boilers .... 

13 

7J4 

50 

2 

Hopper cars 

10 

10 

33 

3 

Tank cars 

12 




Standard gauge loco- 



50 

2 

motives 

11 

9 

25 

4 

Pneumatic riveters . . 

3 

33^ 



Steel mill machinery . 

20 

5 



Blast furnaces .... 

20 

5 

40 
o c 

2 

Puddling furnaces . . 

17 

6 

A 0 

4 

Concrete standpipes . 

SO 

2 



Welding equipment . 

10 

K) 

40 

2 Y 2 , 

Power printing presses 

IS 




Typesetting machines . 

15 

62 /^ 

50 

2 

Rubber tube machines . 

15 

63 ^ 



Vulcanizers 

15 

62/3 

25 

4 

Looms 

30 

Wz 

20 

5 

Cotton gins 

20 

5 

20 

5 

Cigarette machines . . 

IS 


25 

4 

Gathering pipe lines , 

10 

10 

15 

I 

Trunk pipe lines . . . 

25 

4 

25 

4 

Filling station pumps . 

10 

10 


is rented and machinery has a short life, the composite rate 
should be high. Thus a composite rate of between 3% and 
4% should probably be found among the large area electric 
power companies. But a company like Pacific Gas and Electric 
Company with large investments in land, water rights, etc., 
should clearly have a lower rate than the general run of 
scattered properties, l^ikewise, a large city system with large 
investments in land anii underground facilities and rights of 
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way will tend to have a lower than average composite rate. 
Some day regulation may require financial statements to give 
more detailed information, but for the present the analyst must 
grope with broad averages. 

Repairs and Maintenance. — ^Reserves are not ordinarily 
used for repairs and maintenance. Repairs are expenditures 
which make good an injury or impairment of property which 
is chargeable to the current operating period. Since these costs 
are allocable to the current period, there is no necessity for a 
re'Serve to equalize them over a cycle of years. Maintenance 
expenses are likewise outlays to keep property in sound condi- 
tion and are allocable to the current period. The term mainte- 
ance is sometimes made to cover depreciation. Thus in the 
uniform system of accounts for railroads depreciation charges 
are reported under the caption ^^Maintenance.” In such cases 
the reader must make allowances for the lax use of termin- 
ology. 

Depletion. — Depletion differs from depreciation in that in 
depletion a part of the asset — e.g., coal, iron ore, oil, etc. — is 
severed from the remainder and sold ; whereas in depreciation 
the asset is retained but loses value. As in the case of depre- 
ciation, depletion is a cost of production. No profit has been 
made until the value of the assets sold has been deducted from 
gross income. To show the loss in value of the asset, a 
depletion reserve is set up. To show the cost factor in gross 
income, a depletion deduction similar to the depreciation de- 
duction is made on the income statement. The amount of the 
charge varies with the amount of the coal, iron ore, copper, 
oil, natural gas, or other resources severed and sold during 
the period. 

Funded Reserves, — A reserve is said to be funded when 
a fund of assets — usually cash or securities — is set aside and 
earmarked for the purpose for which a reserve was created. 
The creation of funds is not a reserve problem at all. It is 
primarily a budgetary problem. The management could set up 
a fund for a particular purpose without creating a special 
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reserve to offset it. For the most part, this is business practice. 
Extensions, betterments, and replacements are provided for in 
the cash budget. Occasionally, an earmarked fund and sepa- 
rate bank account are created, but only seldom is surplus ear- 
marked into separate reserves, and very infrequently is a 
depreciation reserve entirely funded. Such practices are not 
common among the larger corporations. 
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CHAPTER 27 

DIVIDEND POLICIES 


Theoretically and, for the most part, practically, the cor- 
poration is run for the benefit of its stockholders. (The divi- 
dend policy, then, should be based on the requirements and 
circumstances of the stockholders. 1 Of course, in the practical 
work-a-day world this means the stockholders whose votes 
elect the directors. No management can last for longer than a 
current term unless it meets the wishes of the controlling 
group. 

What are the interests of the stockholders and how do these 
individuals' interests mesh with short- and long-run function- 
ing of the corporation? These can best be discussed in sections 
dealing with the different aspects of the problem. 


Form of Dividend. — Dividend payments have ranged from 
$120,000,000 to $880,000,000 per month for the past ten 
years. The accompanying table shows monthly and annual 
^distributions, 

l^/ Most di yidend ^gaj^ments are made in cashuJ^^However, in 
many cases, the corporaH^ls *nor ih""a position to spare cash. 
GrowtJa,_i3£„.dm^^^^ may '..have. hiventories, 

larger receivables^, or new Jacilities. In this case the cash, \yill 
be locked U£* in , goods^ A cash distribution would seriously 
deplete the liquid resources of the corporation. Under such 
ckcurnstances the corporation may resort to substhute iorms 
oj^ divid endsrTf casETs^exnect^ shoTtlv. scrip may be issued^ 
^crip is merely the corporation's promise to pay the dividend 
jin cash, at a future dateAThe s^tockholder can sell the scrip like 
^any promissory note.jThe scrip becomes a liability of the con- 
^pfation^n fact, any dividend, once declared and announced, 
becomes a legally enforceable obligation of the corporation 
ranking as a creditor's claim. c 
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if the corporation cannot spare cash in the near-terrn 
future, the directors may declare a bond or stock dividen(|r 
The bond maturity may be made distant so the corporation 
^yill have the use of the' funds for a long time^ In the mean- 


Dividend Payments, 1928-1937 

(Source: Babson and New York Times) 
(In thousands) 


Month 

1928 

1929 

1930 

1931 

1932 

January 

$216,600 

$332,800 

$482,000 

$436,500 

$202, 3Q0 

February 

160,100 

219,600 

281,500 

352,900 

366,996 

March 

166,500 

243,800 

310,700 

273,500 

250,405 

April ....... 

179,660 

242,200 

298,200 

269,800 

161,770 

May ....... 

133,000 

204,300 

285,500 

244,000 

281,120 

June 

147,000 

219,400 

302,200 

262,500 

216,662 

July . 

244,400 

339,500 

366,400 

408,500 

122,561 

August 

147,300 

202,600 

227,700 

203,200 

246,112 

September .... 

144,500 

222,100 

237,700 

210,000 

156,599 

October 

212,700 

314,500 

296,500 

261,000 

133,344 

November ..... 

162,000 

260,800 

247,000 

215,450 

264,189 

December 

180,700 

268,700 

255,000 

208,300 

i 205,769 

Total ...... 

$2,094,460 

$3,070,000 

$3,590,400 

$3,336,150 

$2,607,827 


Month 

1933 

1934 

1935 

1936 

1937 

January 

$164,840 

$201,854 

$181,107 

$228,328 

$233,330 

February 

222,244 

212,413 

212,606 

273,649 

358,909 

March 

162,468 

177,807 

202,987 

200,042 

249,401 

April 

130,607 

162,170 

130,960 

162,174 

222,277 

May 

218,591 

264,155 

323,523 

409,533 

522,083 

June ....... 

211,890 

217,544 

219,253 

263,830 

342,748 

July ..... . . 

166,211 

113,295 

145,776 

236,196 

253,111 

August ...... 

211,432 

245,625 

256,594 

331,918 

384,779 

September 

164,629 

162,704 

185,305 

231,730 

288,290 

October 

123,492 

140,477 

157,809 

233,697 

293,987 

November ..... 

259,518 

343,031 

398,020 

880,262 

713,805 

December 

192,015 

^231,750 

301,403 

437,541 

453,869 

Total ..... . 

$2,177,937 

$2,472,825 

$2,715,343 

$3,888,920 

$4,316,589 


time, the stockholder will have a salable security from which 
he can raise cash or from which he will receive an interest 
income. Stock never comes due. Hence, the management can 
permanently retain funds evidenced by a stock dividend. The 
stockholder will be entiled to dividends on the enlarged issue 
or can sell his extra shared for cash. 
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Under the 1936 Revenue Act and court decisions a stock 
dividend is not immediately taxable as income to the stock- 
holder unless it changes his proportionate stock interest in the 
company. The legal theory is that if the stockholder merely 
® has more shares representing the same proportionate interest 
in the aggregate ownership of the corporation, he has not 
received taxable income. However, if he later sells the shares, 
he can report the cash received as income or can consider the 
amount received as a deduction from the price originally paid 
for the shares on which the stock dividend was declared. In 
. tlie first cas e he pays the tax on the income as reported- In the 

se cond case he , pays no tax until he finally ^disposes . of the^ 

original share^ Then he pays a tax on the capital gain repre- 
sSitedTylEe difference between the adjusted original purchase 
price and the selling price. Whether the stockholder reports 
his income one way or the other depends largely on the 
probable trend of share prices, the period for which he expects 
to hold, and the surtax bracket applicable to his income. All 

forms Q.f_diYidenda except stock dividjends must be re por te d"" 

as inc ome,^ when received. 

declare dividends payab le in vari - 
-^ous kinds of property^ During and following the World War, 
dividends were occasionally paid in the bonds of governments 
which had purchased war materiai^TfirornTTorpo^afiS]^ 
bonds had been accepted as payment on contracts, ,^§ndTi£ 
corporations felt ^that it would be better to, distribute them 
directly to stockholders rather thanjo liquidate then, 

distribute the cash.^ When the Eighteenth Amendment was 
repealed, ^ne large distillery corporation paid a dividend in 
~whiskey^\ more cpmmomty^ of property dividend arises 
In connection with partial HqurdaEonsr^^ The p^^^ from 
liquidations are known as liquidation dividends. In such cases 
items of property are frequently divided among stockholders. 
^ But, in. many cases a business decides to get out of some 
"'profitable ^re of business.'f^It may decide that for business or 
Ie'gar*fe^ons the particular line'*should be separated from the 
parent. But whatever the cause the usual practice is to organ- 
ize a new corporation to purchase^ the division. The new 
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corporation gays for the proger|^ with its securities. These 
securities are then paid to the parent company’s stockholders^ 
as. a dividend.. It was by this process that in 1925, General 
Electric Company divorced itself from Electric Bond and 
Share Company when the attitude of the United States Senate 
made severance of the connection between the companies desir- 
able. The Electric Bond and Share Securities Corporation was 
organized to purchase General Electric’s holding of Electric 
Bond and Share Company stock. The securities company then 
issued the number of shares desired for distribution to General 
Electric stockholders in payment for the holdings. These wese 
then distributed to the General Electric stockholders, thereby 
shifting control from the General Electric Company to its 
stockholders. Other examples of this practice were mentioned 
in the chapters on holding companies. 

Ability to pay a cash dividend depends upon the cash posi- 
tion of the company. Analysis of the cash position involves 
all the factors which affect working capital. As these factors 
are discussed in the chapter on working capital, they need not 
further detain us. However, it is well to note that presence 
or absence of surplus cash is one of the most important factors 
in determining dividend policies. In most states it is possible 
to borrow money with which to pay dividends. There are 
exceptions. For example, the Georgia statute requires that* no 
dividend increase the corporation’s debts. However, such a 
restriction is of slight effect since available cash can be used 
and then replenished by borrowing for working capital pur- 
poses. Nevertheless, borrowing in order to pay dividends is 
considered unsound and a confession of financial weakness. 
Consequently, any substantial amount of such borrowing is 
injurious to the credit standing of the company. 

Scrip Dividends — ^ond an d scrip dividends are likewise 
viewed as signs of ^weakiiess-— -particularly scrip^They are^' 
more injurious to credit, standing than outside bc^bwing be.- 
cause they represent a f orm.^ of ckM incurrence^ which does., 
not require the corporation to. meet the credit tests oi an out- 
side lender As a general rule, such dividends should bp - 
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scrupulously avoided. They excite suspicion, create a debt 
which may come due to embarrass the company, and increase 
the fixed charges which must be met periodically/ Ordinarily, 
if the company's circumstances require that cash be withheld, 
its credit position requires that dividends not be declared. If 
the company can borrow through regular channels, it will 
normally do so rather than pay dividends in promises to pay. 
If it cannot borrow, it should not pay dividends/ 

'xroperty dividends are irregular distributions based pn 
special circumstance/ Each case must depend on its merits. 
The liquidating type of dividend is the most common, and for 
practical reasons this is usually the way to handle the matter. 
Where a separate corporation is organized to take over a divi- 
sion of the business, four possibilities result: the corporation 
can retain the securities of the new enterprise; it can liquidate 
them gradually; it can sell them to a syndicate as a whole; 
or it can distribute them to its stockholders. If separation is 
desired, the parent corporation cannot retain the securities. If 
the cash is not needed in the enterprise, the stockholders will 
frequently be better off with the securities than with the cash 
derived by wholesale liquidation. However, with the thinness 
of markets which has developed 'under New Deal restrictions, 
it is probable that in most cases syndicate liquidation will bring 
more than piecemeal liquidation. This'll accounted for the 
proposed syndicate liquidation in 1937 of the holdings of 
General Cable Corporation and of American Smelting and 
Refining Company in the Revere Copper and Brass Company. 
These holdings represented blocks of 54,653 and 44,148 shares 
of class A stock respectively. This is probably the best way 
to liquidate for cash. 

Stock Dividends versus Cash Dividends. — During the 
decade 1921 to 1930 there was considerable public discussion 
of the question of whether for a growing company stock divi- 
dends were preferable to cash dividends. The alleged advan- 
tages of the stock dividend policy were thus set forth by 
Frank L. Dame, president of the North American Company:^ 


Wall Street Journal, June 19, 1930, p. 10.^ 
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A great deal has been published in recent years about stock 
dividends. There are, of course, several variations, including the 
occasional stock dividend, the periodic combination dividend paid 
in cash and stock, and the regular dividend paid either in cash or 
stock at the option of the stockholder. But I am concerned only with 
quarterly dividends on common stock paid only in common stock, 
which has been the policy of the North American Co. since 1923. 

To state the reasons for our dividend^ policy is to state its principal 
advantages, which consist in: 

Providing an automatic method of financing, with reason- 
able cost to the company and without burden to the stockholder, 
part of the capital continuously necessary in the public utility * 
business. 

Giving a satisfactory return to the stockholder and enabling 
him conveniently to choose the form of it each quarter either 
as immediate income or investment, the former by easily con- 
verting his dividend stock into cash, the latter by keeping his 
dividend stock and retaining his proportionate interest in the 
growing equity without sacrifice of potential profit. Retention 
of the dividend stock has proved to be equivalent to employ- 
ment of one^s income profitably, without loss of time and with- 
out having to provide additional cash to make up a minimum 
investable amount. Thus, the stockholder immediately puts his 
dividends to work, which is an important principle of wise, 
investment. 

Therefore, the regular stock dividend, when soundly adapted to 
the situation, is the short cut to increased investment holdings with- 
out additional financial outlay by the stockholder. 

Its dividend policy automatically provides the North American 
Co. with a fair proportion of the capital needed for investment in the 
equities of its subsidiaries without burdening its stockholders. A 
holding company musL increase such investment in order to preserve 
balanced financial structures of its subsidiaries, which will enable 
them to obtain capital from the sale of bonds and preferred stocks 
at the lowest market rate. This is particularly necessary in the utility 
business because of its continuous growth. 

To appreciate the advantages which regular stock dividends afford 
the stockholder and the company, one has only to compare that 
method with the general corporation practice of providing needed 
capital by giving stockholders from time to time rights to subscribe, 
at par or below the market price, for additional stock. Regular stock 
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dividends are, in effect, the same as cash dividends plus rights, but 
afford the stockholder the equivalent of more frequent and con- 
venient subscription privileges than under the general practice re- 
ferred to. 

Moreover, the stockholder is not compelled to sell part of his 
subscription rights, as he is when cash dividends are less than the 
amount required for their exercise, and he finds it impossible to fur- 
nish the necessary cash from other sources. 

Criticism of the Stock Dividend, Reinvestment, and 
Rights Policies. — During boom times, stock dividends and 
split-ups are likely to be much abused because of their influence 
on prices. The validity of the stock dividend policy rests very 
largely on the assumption of perfect management It is as- 
sumed that the managers of the company are the best, indeed 
the only, judges of the best social use of the capital involved. 
It is questionable whether this is even approximately true."^f 
earnings were paid out in cash, dividends and capital was then 
sought from the public, the public could enforce its opinion 
as to the wisdom of expansion. It could either supply or 
withhold funds. This same argument applies equally well to 
policies of reinvesting earnings and of issuing rights. The 
latter policy of course is even more serious in that it can be 
used as a lever to force additiotial contributions of funds'^ 
This follows because the stockholder or his vendee is forced 
to exercise his right in order to protect his proportionate 
interest in the business. - As a result, managements are in a 
str^egic position to force unwise expansion. - 

The effect of the irregular stock dividend is usually sub- 
stantially to reduce the price of the stoclc. Thus the 100% 
stock dividend of the Gulf Oil Company in 1937 cut the price 
of the shares in half. Such cutting has distinct advantages 
market-wise because more persons can buy a low priced share 
than can buy a high priced one. Hence, demand is strengthened 
and prices move up. In the Gulf Oil case, two shares- sold for 
$20 more after the dividend than the old one sold for before. 

Tht New York Journal of Commerce summarizes the situ- 
ation in 1928-1929 as follows:^ 


^ December 9, 1929, p. 4. 
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In the past two years an important factor in the stock market has 
been furnished by the dividend policy of the larger industrial con- 
cerns. In three ways they have done a great deal to help along the 
movement in prices — ^by split-ups, by stock dividends and by the issue 
of ‘lights.’' It has been often said that the use of these methods was 
a way of giving the stockholder his share in the growing prosperity 
of the enterprise resorting to them, while at the same time ‘‘con- 
serving the cash’’ of the undertaking. This depends entirely upon 
the way in which the matter is looked at. 

First of all, do these devices give the recipient any benefit what- 
ever? When stock is split up or when stock dividends are issued or 
rights offered, they have no effect whatever upon the recipient unless 
he sells them. They may give him a little larger body of holdings 
either without cash payment or in return for a moderate purchase 
price, but unless the recipient sells them they merely give him stock 
which in the future will probably furnish him dividends on the basis 
of the old shares. Should he sell his holdings, he gets the market 
value of the new stock he has received. But suppose that the market 
itself is conservative or inclined to move downward — in that case he 
merely sells a part of his invested capital. In other words, he converts 
his savings into income. 

The whole situation produced in this way then, is not necessarily 
helpful to the stockholder and may be rather detrimental to him. 
.There is a minority of cases in which the split-up is warranted be- 
cause of the overgrown quotation which the old stock bears, or, for 
some similar reason, but these cases are relatively few. In the case 
of the stock dividend, it is rather doubtful whether such a distribution 
can be warranted under any ordinary circumstances if judged by the 
canons of good finance. Stock dividends-used as regular methods of 
paying a return upon outstanding stock, as is the practice on the part 
of a good many enterprises at the present day, merits nothing except 
severe criticism. They simply add to the speculative element in the 
market. 

It may well be questioned, too, whether the money obtained by 
corporations through the issue of rights and in similar ways does 
them much good from the general standpoint. An analysis recently 
made of about a billion dollars obtained by the issue of such rights 
shows that after deducting about 2Q% of the proceeds which were 
used for refunding, fully one-half of the remainder was employed in 
enlarging the stock market loans which these “others” were then 
making. Only half, at the utmost, of the sums so realized, were used 
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for actual new construction and extensions of the plant. It may well 
be doubted under existing conditions whether it was worth while to 
have had such extensions made at all in most cases. 

A major objection to the stock dividend policy is that it 
lends itself to manipulation of accounting. The corporation is 
not forced to subject its accounting policies to the test of cash 
payments. It can go merrily on printing more stock and mak- 
ing more accounting entries so long as it can retain public 
confidence in its securities. The day of reckoning is thereby 
postponed with the possibility that the damage will be greater. 
A minor objection to the policy is that it lulls the stockholder 
into undue concentration of his holdings. 

It is interesting to note in connection with this discussion 
that the North American Company, chief exponent of the 
stock dividend policy, changed to a part cash, part stock divi- 
dend policy in 1934. The following explanation is taken from 
the New York Times of February 22, 1934: 

Altering the policy as to dividends on the common stock that had 
been in effect since 1923, the directors of the North American Com- 
pany declared yesterday a cash dividend of 12}4 cents and a stock 
dividend of 1%, payable in common stock. Two per cent in common 
stock had been paid on the common stock previously. The regular 
cash preferred dividend of 75 cents a share was also declared. 

‘The policy inaugurated in 1923 of paying all dividends on the 
common stock of the North American Company in its common stock 
has contributed in large measure to the strong financial position which 
the company and its subsidiaries have maintained throughout the 
depression,^' J. F. Fogarty, president of the company, announced after 
the meeting. 

“The action of the directors today in declaring part of the dividend 
on the common stock payable in cash reflects their opinion that, while 
present conditions continue, part of the available earnings should be 
paid to the common stockholders in cash rather than retained entirely 
for investment in the business as heretofore. 

“It is believed, however, that providing part of the funds for 
capital additions of subsidiaries, which are necessary even under 
existing conditions, and other investment opportunities will afford 
profitable employment of the funds retaineci through payment of part 
of the dividend on the common stock in common stock. 
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‘‘Construction programs of our subsidiaries have been materially 
curtailed during the past two years and the expenditures which it is 
anticipated will be made for 1934 are considerably less than those 
for 1933. The policy of keeping such expenditures at a minimum 
consistent with the expanding requirements of the territories served 
will be followed until those requirements again reach the rate which 
has heretofore been normal.” 

The company will maintain the policy of offering its stockholders 
a choice between receiving that part of their dividends payable in 
stock either in stock or in cash resulting from the sale of the stock or 
scrip at the holder^s orders, or of buying or selling sufficient scrip to 
constitute round shares. Edison Securities Corporation, a subsidiary, 
is maintained for the purpose, and for years the stockholders have 
been able to leave standing orders with the company, changeable at 
any time, covering Ihe plan that best suited their purpose. 

Later the company changed to an entire cash dividend policy. 

Regular versus Irregular Dividends. — Most students of 
corporation finance favor regular rates of dividends. It is 
generally held that a corporation should fix a regular rate 
that the stockholder can depend upon period after period, 'i.f 
more liberal disbursements are desired, the directors should 
declare the regular dividend and then declare an extra dividend 
to absorb the excess. In this way the stockholder and ^tlie 
prospective purchaser of stock are put on their guard as to the 
rate of dividend that can be regularly expected. The argu- 
ments in favor of this policy are two-fold. (1) From the 
standpoint of market values, certain classes of investors pur- 
chase regular dividend-paying stocks but do not purchase 
others. This broadening of the market makes for higher stock 
prices. High prices help the corporation in new financing and 
help the stockholder in case he sells or borrows on his holdings^ 
In those states which use dividend records in the determination 
of legal investments for savings banks and trustees, the 
market for the company's bonds may also be helped by a 
consistejjt dividend record. 

(2) From the standpoint of regulating incomes, the indi- 
vidual is distinctly heljged if he holds the stock for investment. 
That class of individuals who are so constituted that they can- 
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not save large returns and thereby equalize their spending are 
helped in spite of themselves. But quite aside from individual 
weaknesses, the corporation is in the best position to regulate 
the flow of income. The ordinary stockholder does not possess 
enough information about the company to predict earnings 
closely, much less to predict dividend payment^ The directors 
are in an ideal situation to make good a part of this conceal- 
ment of facts by regularizing the dividend rate. Further, since 
most stockholders are not in a position to influence dividend 
action, it is desirable that the directors equalize dividends over 
a'' period of years. "Irregular, large payments may well push 
the stockholder’s income into higher surtax brackets than 
would be the case with equalized distributionsy" 

Special Factors in Dividends of Consolidations Certain 

consolidated companies have maintained very stable dividend 
rates and paid out most of their indicated earnings. This 
ability has been based on two foundations : ( 1 ) the diversifica- 
tion of business that the large enterprise has secured and 
(2) the inflation present in asset values. Though both of these 
have been discussed in prior chapters, the second requires 
further explanation. 

The ability to pay a large propbrtion of indicated earnings 
and to keep the rate stable rests largely in the method of 
accounting for depreciation. As has been pointed out in the 
preceding chapter, it is not uncommon to write off inflated 
book values of assets over the life of the assets. To the 
extent that the depreciation charged is in excess of the actual 
vahies destroyed, earnings are reinvested in the company. This 
excess of charges forms a cushion to dividend policy. The 
charges as made not only provide an amount sufficient to 
replace expired property at current price levels, but a surplus 
available for the purchase of additional property. Since the 
property can be kept in excellent condition by this practice, a 
large proportion of the indicated earnings can be paid to stock- 
holders without detriment to the business. Further, in case 
earnings decline, the depreciation charges can be decreased to 
a point permitting a better earnings ^flowing. Obviously, all 
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this is faulty accounting, .but so was the original inflation of 
assets on which it is based. The analyst must recognize that 
he is in the world of ^Vhat is’’ and not ^‘what ought to be.” 
As yet (1938), the Securities and Exchange Commission has 
not issued regulations on this point. 

Reinvested Earnings versus Adequacy of Depreciation 
Charges. — Opposite to the practice of charging excessive de- 
preciation is that of charging too little depreciation. This 
policy is frequently linked with a policy of extensive reinvest- 


ment of earnings. The effect of the policy can 

be seen from 

the following examples. 




Correct 

Understated 


Depreciation 

Depreciation 

Gross revenue 

.... $1,000,000 

$1,000,000 

Operating expenses 

.... S00,000 

500,000 

Depreciation 

.... 150,000 

80,000 

Net earnings 

.... 350,000 

420,000 

Interest 

.... 175,000 

175,000 

Net income 

.... 175.000 

245,000 

Dividends 

.... 175,000 

175,000 

Surplus 


70,000 


It is obvious that the reinvestment of the $70,000 in the second 
case will make resources available for the replacement of prop- 
erty not adequately provided for in the depreciation allowance. 
Yet the result of this type of accounting manipulation is to 
inflate property accounts and to overstate earnings to the 
public. The amount ‘‘reinvested” is only sufficient to keep the 
property intact without growth. If the surplus account is to 
grow, expired property must be left in the property accounts 
so that there will be asset values to offset the surplus entries. 
Over a period of years there will be an apparent increase in 
investment and, earning capacity being equal, a decrease in the 
rate of earnings on invested capital. These are the progressive 
result of a policy of understatement of depreciation and over- 
statement of earnings. Wherever reinvestment is accompanied 
by a decreasing rate of earnings, one should examine the in- 
come statement critidaliy. Frequently such conditions have 
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been passed over as a case of expansion under conditions of 
increasing costs or diminishing returns. 

Liberal versus Conservative Dividend Policies, — A policy 
of reinvesting earnings in the business should be determined 
on a basis of the desirability of expansion as discussed in the 
chapter on expansion. Unless a fair return can be obtained 
on the new funds, they should be paid to the stockholders 
rather than reinvested. However, this does not mean that the 
corporation should not set up adequate reserves against con- 
tingencies. Analysis of the cash budget position should always 
take into account the probable future behavior of the business 
cycle, changes in competitive conditions, changes in costs 
which might affect profit margins, and above all a healthy skepti- 
cism of accounting estimates of depreciation and obsolescence. 
Once these problems have been agreed upon and suitable re- 
serves set up to equalize regular dividends, the directors can 
then face the problem of reinvestment. 

Assuming that expansion would prove profitable, the direc- 
tors then face the question of retention of earning or sale of 
securities, or both. 

The earlier American consolidations followed the policy 
of retaining a considerable portion of their earnings to finance 
expansion. In the decade 1920 to 1930 this policy was largely 
abandoned in favor of liberal dividend policies attended by 
expansion through the sale of securities. The former policy 
was the more conservative and the less likely to result in waste 
of assets. The liberal dividends of the later period were in- 
tended to make stocks attractive and thus facilitate their sale. 
Disclosures have since shown that in many cases the so-called 
earnings were the product of deceptive bookkeeping and that 
some of the large public utility holding companies resembled 
bucket shops. 

However, despite the abuses that recent investigations have 
exposed, a reasonably liberal dividend policy accompanied by 
financing through the securities markets seems defensible. The 
nature of the industries in which the companies are function- 
ing has much to do with the solution'' of the problem. The 
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large consolidations at the beginning of the century were for 
the most part industrials ; whereas those of the last decade were 
for the most part public utilities. The rate of growth of capi- 
tal investment has been very different for the two groups. In 
manufacturing the annual sales are, on the whole, larger than 
the invested capital. In public utilities the annual gross reve- 
nues usually amount to only from one-fourth to one-fifth of 
the book value of the assets. Even granting that public utility 
book values have been inflated, the utility still requires several 
times as much capital as does an industrial to expand its reve- 
nues by the same percentage. For this reason the industrial 
has been better able to expand through reinvested earnings 
than has the public utility. Since the rapid rate of growth of 
the period could not be financed entirely through earnings, it 
was necessary to make securities attractive to the public. This 
the companies did by means of liberal dividend policies. 

What has been said in contrasting the two classes of com- 
panies is merely illustrative of a general principle. Whatever 
the type of company, if the rate of growth is to be faster than 
earnings can finance, then recourse must be had to the securi- 
ties markets. If securities are to be sold, they must be made 
attractive to the public. LA liberal dividend policy is essential 
to a good market for stock.^ The market places a higher value 
on a present income which can be immediately enjoyed than 
it does on reinvested earnings. Other things being equal a 
dollar of earnings paid out will sell at a higher price-earnings 
ratio than a dollar of earnings reinvested. 

On page 456 are tables showing the dividend policies of 
several large corporations. 


Dividends to Facilitate Sale of Stock. — Most of the pres- 
ent day consolidations are banker promoted. At the consum- 
mation of the plan large blocks of securities remain in the 
hands of bankers and other interested parties. As repeatedly 
emphasized, "if the consolidated company follows a liberal divF 
dend policy, these shares can be more readily distributed. 
Hence it is not uncommon to find a liberal dividend policy 
immediately after consolidation, followed later by a more con- 
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Dividend Policy — ^American Telephone and Telegraph Company 
(Source: Moody’s Public Utilities) 


Year 

Net Income 

Dividends 

Percentage of 
Net Income 
Paid Out 

Dividends 
per Share 

1937 

$182,342,866 

$168,180,906 

92 

$9.00 

1936 

184,744,464 

168,081,179 

91 

9.00 

1935 

132,918,493 i 

167,960,475 

126 

9.00 

1934 

111,307,039 

167,960,475 

151 

9.00 

1933 

100,508,464 i 

167,960,475 

168 

9.00 

1932 

122,258,796 

167,954,605 

138 

9.00 

1931 

176,063,308 

163,588,474 

93 

9.00 

1930 

184,258,836 

139,238,073 

75 

9.00 

« 1929 

201,259,808 

116,378,711 

58 

9.00 

1928 

175,560,467 

103,821,440 

59 

9.00 

1927 

151,037,961 

1 97,379,934 

64 

9.00 


Dividend Policy — Pennsylvania Railroad Company 


(Source: Moody’s Railroads) 


Year 

Net Income 

Dividends 

Percentage of 
Net Income 
Paid Out 

Dividends 
per Share 

1937 

$27,278,639 

$16,459,693 

60 

$1.25 

1936 

38,742,092 

13,167,696 

34 


1935 

23,849,798 

13,167,696 

55 


1934 

18,815,694 

13,167,696 

70 


1933 

19,281,169 

6,583,848 

34 

.50 


13,573,536 


48 


1931 

19,941,490 


182 

3.25 


68,952,717 


75 


1929 

101,487,062 1 

46,835,965 

46 

3.88 

1928 

82,460,942 

38,171,621 

46 

3.50 

1927 

68,217,256 

34,949,502 

51 

3.50 

1926 


32,451,339 

48 

3.12 

1925 

62,375,182 

29,950,404 

48 



Dividend Policy — Continental Can Company, Inc. 
(Source: Moody’s Industrials) 


Y ear 

Net Income 

Dividends 

Percentage of 
Net Income 
Paid Out 

Dividends 
per Share 

1937 

$8,913,526 

$8,753,012 


$ 3.00 

1936 

9,038,788 

8,970,608 


3.25 

1935 

11,223,578 

6,793,319 


■ 2.55 

1934 

10,707,123 

5,326,732 

so 

2.72 

1933 

7,547,401 

3,690,405 

49 

2.12 

1932 

4,819,323 

3,899,540 

81 

2.25 

1931 

5,670,699 

4,331,593 

76 

2.50 

1930 

8,738,094 

4,333,922 

50 

2.50 

1929 

8.967,703 

4,277,600 

48 

2:50 

1928 

6,690,796 

3,589,312 

53 

5.00 

1927 

4,438,646 

2,932,728 ^ 

" 66 

5.00 

1926 

3,734,183 

3,318,884 

89 

6.00 

1925 

5,539,733 

2,262,841 

41 

4.00 
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servative one. This policy is not restricted to consolidated 
enterprises but is fairly general. It is particularly prominent 
in periods of impending bad business when insiders attempt 
to unload under cover of increased or extra dividend payments. 
So prominent was the situation in late 1929 that the New York 
Journal of Commerce issued the following warning editorially 

It (stock selling) has been supplemented by an increase in some 
cases of dividend rate on the part of some concerns which probably 
will not be able to maintain the new rate if the depression of business 
should be at all prolonged. The fact that earnings have been good 
during the past year is not a reason for increasing dividends if tlfe 
outlook for the enterprise is bad. It is as unwise to pay out money 
that belongs to a corporation at the wrong time as it is to avoid pay- 
ing it out by the use of substitutes, or the use of substitutes at an 
inopportune time. On the present occasion there is difficulty in re- 
sisting the thought that current corporation financing reveals a num- 
ber of cases in which effort is being made to inject some oxygen 
into the rather exhausted market in order to restore vitality. This 
may be a good thing for the patient or it may not, according to his 
condition. There is a possibility that it may cause a collapse as the 
result of too early resumption of activity. 

Investments in Outside Enterprises. — It is common prac- 
tice among large numbers of enterprises to retain earnings in 
the business but not to invest them in the regular facilities of 
the business. Instead, these 'Warnings are used to purchase 
securities in outside enterprises. The policy may be defensible 
to the extent that the investments are taken temporarily for 
the purpose of giving a return on idle funds. But to the extent 
that the company is attempting to run an investing business 
along with its other business the situation is not so clear."^ The 
past record of corporate investments does not indicate that 
managements are successful investors because they are good 
operators. Much evidence points to the contrary conclusion 
that good operators are not successful dealers in outside se- 
curities. Further, the practice of making outside commitments 
leads readily to abuse. Purchases and sales may be made with 
a view to influencing securities in which the managers are 
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individually interested. By and large, past experience has been 
unsatisfactory from the standpoint of stockholders in general. 
Whether large stockholders have come out ahead depends 
largely on the surtax brackets their incomes “would have 
reached if the earning had been declared as dividends. It is 
probable that the excessive taxation of large incomes has had 
more to do with outside corporate investments than any other 
single factor, but the desire for a comfortable liquid position 
has also been an important determinant. 

In addition to the bad investment experience, efficiency 
cT>nsiderations militate against outside investments in the small 
concern. If the management must keep one eye on the securi- 
ties markets, it will ordinarily be less effective in the operating 
end of the business. This handicap can be partially overcome 
in the large enterprise by employing specialized staffs to handle 
the investment end of the business. However, even here, the 
attention of the directors must be divided. As a general rule 
the stockholders should be given the unneeded earnings. If 
they lose them in subsequent commitments, they at least have 
the memories. 

Tax on Undistributed Profits.— Section 14 of the Revenue 
Act of 1936 provided for a tax on undistributed corporate 
net '’income ranging from 7% to 27%, depending on the 
amount of the corporation’s net income which was not dis- 
tributed. The specific provisions were as follows: 

7 per centum of the portion of the undistributed net income which 
is not in excess of 10 per centum of the adjusted net income. 

12 per centum of the portion of the undistributed net income which 
is in excess of 10 per centum and not in excess of 20 per centum of 
the adjusted net income. 

17 per centum of the portion of the undistributed net income which 
is in excess of 20 per centum and not in excess of 40 per centum of 
the adjusted net income. 

22 per centum of the portion of the undistributed net income which 
is in excess of 40 per centum and not in excess of 60 per centum of 
the adjusted net income. 

27 per centum of the portion of the undistributed net ini:ome which 
is in excess of 60 per centum of the adjured net income. 
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One of the arguments for this tax was that individuals with 
large incomes were escaping high surtaxes by leaving earnings 
in the corporations. The undistributed profits tax was in- 
tended to force distribution of earnings and thus swell the 
individual incomes in the high surtax brackets. At the time 
the tax was proposed, the treasury experts recommended that 
the income tax on corporations be withdrawn entirely. Con- 
gress passed the new tax but did not withdraw the income 
taxes. Subsequent events proved that the treasury had entirely 
misjudged the situation and that revenues would have fallen 
short by billions had Congress accepted the Treasury proposal 
in full. 

The tax violated all principles of sound finance. It made 
no allowance for any reserves whatever or the reduction of 
debt from earnings, thus encouraging weak financial struc- 
tures. Under a ruling of the Commissioner of Internal Reve- 
nue a corporation was not even allowed to make good an 
impairment of capital stock without subjecting itself to the 
progressive tax. Its chief merit, if one, was that it caused 
heavy dividend distributions and an artificial temporary stimu- 
lus to business at election time in 1936. As a revenue producer 
it did little. Large incomes had other avenues of escape. Even 
assuming that the other loopholes had been entirely plugged 
and that tax-exempt securities had been eliminated, it would 
have been absurd to expect the 1936 undistributed profits tax 
rates to correct the practice of retaining earnings in corpora- 
tions in order to escape upper surtax brackets. Federal income 
tax rates ran up to a maximum of 79% in the highest bracket. 
Some state income tax rates ran up to an additional 15%. On 
the other hand, the undistributed profits taxes ranged from 7% 
to 27%. It was absurd to think that these rates would force 
individuals subject to higher rates of tax to declare dividends 
out of corporations which they were by hypothesis controlling 
in order to reduce their own tax liability. 

It does not appear from the dividend records of 1936-1937, 
that the wealthy had been controlling dividend policies on an 
excessive scale in order to reduce their personal incomes. 
However, had loopholes, been effectively plugged in the exist- 
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ing confiscatory tax laws, the government might well have 
found that it was fostering such controlled dividend policies. 
No individual, wealthy or not, is likely to submit readily to 
practical confiscation of his income for the maintenance of 
ponderous political machines doing lip service to public wel- 
fare. Had taxation become too severe, it is probable that, 
in spite of the tax, earnings would have been retained, by 
corporations. 

Availability of Surplus. — Assuming that the accounts of 
the corporation correctly reflect the economic facts, availability 
of surplus is a legal question. The statutes under which the 
corporation is organized will specify under what circumstances 
dividends may be paid or may not be paid. In the absence of 
specific statutory provisions the courts of the state will have 
passed on some types of situations and will thereby have estab- 
lished a common law policy. As a general proposition, divi- 
dends can be paid if there is an excess of assets over the sum 
of the liabilities plus the stated amount of the capital stocks 
This is the specific test applied by some statutes, e.g., Col- 
orado, and is the ultimate result of the more cumbersome 
provisions of the statutes and decisions of most of the other 
states. The statutory and common law restrictions represent 
what public policy has dictated as minimum essentials for the 
protection, not only of creditors, but also of the general and 
investing public. 

In addition to the limits imposed by the states, dividends 
may be limited by contractual restrictions. The charter or by- 
laws of a corporation frequently contain provisions relating to 
dividends. The directors must bow to these provisions or 
secure an amendment to the charter or by-laws which curtail 
their action. In some cases a resolution of stockholders may 
control the scope of dividend declarations by the board. 
Finally, provisions of bonds, of preferred stock contracts, and 
of borrowing agreements with banks and other short-term 
creditors may effectively limit the right of directors to declare 
dividends. These restrictions are imposed on a corporation so 
that the assets protecting creditors wilf not be depleted.'^The 
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more earnings reinvested in the business, the greater is the 
protective equity. The less cash withdrawn, the greater is the 
ability of the corporation to meet claims against it. In the case 
of preferred stock, restrictions are designed to protect the 
holder against antagonistic interests of common stockholders^ 

Reduction of Capital Stock to Permit Dividends. — In case 
the assets do not exceed the sum of the liabilities plus the 
stated amount of the capital stock (a state of “impaired capi- 
tal’’ or “impaired capital stock”), the corporation can usually 
adjust the stated amount of its capital stock so that a dividend 
can be paid. Most corporation laws permit companies to re- 
duce the stated amount of their capital stocks by filing amend- 
ments to their charters of incorporation. Hence, by the mere 
formalities of a stockholders’ meeting and the filing of the 
ratified amendment the corporation can start on a new dividend 
cycle. The practice of reducing capital stock assumes large 
proportions during depression periods. For example, the Wall 
Street Journal, May 22, 1931, reported wholesale changes 
among investment trusts, saying : 

The following are some of the prominent investment corporations 
which have made such changes this year or have proposed such 
changes, giving the figure at which the stock was formerly carried in 
the balance sheet and the new rate : 


Niagara Share Corp, of Maryland . . . 

Sisto Financial Corp. . 

Vick Financial Corp 

Petroleum Corp of America 

* Prince & Whitely Trading, pfd. no par 
Prince & Whitely Trading, com. no par 

Goldman Sachs Trading 

Second National Investors . 

Third National Investors 

Fourth National Investors 

Selected Industries 

Commonwealth Securities, Inc 

Federated Capital • • • 

Insuranshares Corp. of Delaware .... 
National Bond & Share .3 


Stated Value 
a Share 

Old New 

$10 $5 

25 1 

10 5 

17 5 

, .. 25 

1 

27.50 5 

5 1 

40 1 

40 1 

t t 

10 1 

5 

t t 

.50 25 
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Old New 

Mayflower Associates SO 20 

Capital Administration 20 1 

Standard Investing, pfd. . ' 100 50 

Standard Investing . . . . . ,. . . . . 4.45 1 

* Now Phoenix Sdtnrities Corp. t Stated capital of all classes of stock reduced by 
one-fourth. I One new common share to be exchanged for two no-par A common shares, 
which had stated value of $5 and paid- in surplus of $15, against par value of $1 for 
new common and paid-in surplus of $39 a share. One new no-par B share to be 
exchanged for two no-par B common shares. 

With these changes in describing stated capital statistically in the 
balance sheet, there has been adopted generally a policy of paying out 
in dividends all of the net income from interest and dividend receipts. 

As the procedure for these reductions is discussed in detail 
in a prior chapter, it need not detain us further at this point. 

Preferred Stock — Rates of dividend on preferred stock 
are usually fixed by the contract. Exceptions occur in the par- 
ticipating stocks. The dates of payment are also specified. 
However, the directors do not have to pay the dividends unless 
their judgment so dictates. The contract may restrict the cor- 
poration in case of non-payment, but the directors are still 
supreme, subject to the restrictions. Ordinary tests of policy 
apply to dividends on preferred as well as common stock. The 
corporation must have a surplus and must be able to spare the 
cash. If no dividends are to be paid on common, the directors 
can pass the preferred dividend and reinvest the proceeds. 
This policy has the advantage thatiio interest is paid on the 
accumulated preferred dividends during the default. If a large 
accumulation develops, it may be funded and never paid in 
cash. The practice of funding accumulations is general and is 
discussed in the chapter on recapitalization. 

Procedure. — Dates on which the boards of directors are to 
consider dividends are frequently inserted in the by-laws of 
corporations. This practice has the advantage of enabling the 
stockholder to keep track of the actions of the board. How- 
ever, unless the board is restricted by charter or by-law, it can 
act on dividends at any time. When the board acts, the reso- 
lution is, of course, entered in the minutes of the meeting and 
under good practice forthwith announced to the public so that 
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insiders cannot take advantage of those who do not know 
what action has been taken. The resolutions will specify what 
date will be taken as the record date. That is the date as of 
which the list of stockholders will be compiled for purposes of 
sending out dividend checks. All those registered as stock- 
holders on that date will receive checks whether or not they 
hold the stock at date of payment. This date is usually set at 
some time after the date of action by the board. The interval 
gives holders who have not transferred their stock to their 
own names an opportunity to do so. It also gives buyers and 
sellers an opportunity to trade with full knowledge of th^ 
facts. 

The resolution will also fix a date for payment of the divi- 
dend. This date will ordinarily be later than the date of record. 
The interim will permit the compilation of the stockholder lists 
and the making and mailing of checks. The date will also be 
fixed with reference to the cash budget so that strain will be 
avoided. 
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